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Federal Income Tax Aspects of New 
Trends in Railroad Corporate Finance 


ROBERT T. A. MOLLOY 


I. Toe New Loox 


W wri the last three years a new trend which promises ma- 
terially to alter the traditional capital structure of the American 
railroad industry has manifested itself. Within that period of time 
a full half-score* of Class I carriers by rail? have taken active 
steps to replace senior equity capital, represented by preferred 
stock, by debt in the form of junior debentures or notes. This very 
marked, current movement towards more debt and less equity capi- 
tal thus serves to mark the reversal of long-term thinking in the 
industry which, viewing debt as a potential source of default and 
hence of receivership, ever strove towards its replacement by 
equity capital. Several of the roads now most actively engaged in 
replacing their preferred stock issues with junior income deben- 
tures emerged from bankruptcy in the not too distant past with a 
capital structure which included the very preferred stock that is 
now being replaced by debt.’ 


Rosert T. A. MoLuoy is a member of the New York and District of Columbia Bars. 

1 Among the carriers in question which have effected a replacement of preferred 
stock by debt or the proceeds of debt, or which are in the active process of effecting 
such a replacement, are Bangor and Aroostook, Chicago & Eastern Illinois, Erie, Frisco, 
Illinois Central, Litchfield and Madison, Maine Central, Milwaukee, Nickel Plate, Rock 
Island, and Western Pacific. The efforts of Boston and Maine and of the New Haven 
to that end have proved abortive, for reasons discussed at greater length hereinafter, 
as are the troubles so far encountered by Missouri-Kansas-Texas. Many other roads are 
known to have the question of effecting such a replacement under consideration. See 
remarks of Harry A. DeButts, president of the Southern Railway Company, in Wall 
Street Journal, June 22, 1956, p. 19, col. 3, and those of Henry K. Norton, board chair- 
man of New York, Susquehanna and Western, in Wall Street Journal, Jan. 9, 1956, p. 
18, col. 3. 

2 A Class I carrier by rail is defined by the I.C.C. as one having annual gross revenues 
in excess of $1,000,000 annually prior to January 1, 1956, and of $3,000,000 thereafter. 

8 For example, the preferred stock of Chicago & Eastern Illinois was issued under 
L.C.C. authority granted in 1940; of Erie under I.C.C. authority granted in 1941 and 
1942; of Frisco under I:C.C. authority granted in 1946; of Milwaukee under authority 
granted by the I.C.C. in 1945; of Rock Island under authority granted by the I.C.C. in 
1947; and of Western Pacific under authority granted in 1944. ‘ 
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The basic reasons for this trend, which many think promises 
ultimately to remove preferred stock permanently from the capital 
structure of many corporate enterprises,‘ are not difficult of ascer- 
tainment. First, income debentures rather than fixed interest obli- 
gations are generally® employed which may in fact be no more 
burdensome than a preferred stock, since no interest is due unless 
earned and, even where cumulative, may be payable to no greater 


4The general press almost daily reports such a trend in the non-railroad field. See, 
for example, Wall Street Journal, July 20, 1956, p. 10, cols. 4 and 5, and Sept. 26, 1956, 
p. 13, cols. 4-6, for details of the proposed replacement by Curtis Publishing Co. of its 
outstanding $4 dividend prior preferred shares with new 30-year, $40 principal amount, 
6% subordinated income debentures plus new $1.60 dividend prior preferred stock. See 
also Washington Star, Oct. 12, 1955, p. A-31, col. 2, for details of the offer by Na- 
tional Press Building Corp. to exchange new 5% income debentures for its 35,093 shares 
of outstanding preferred stock. For an interesting analysis of this trend, see Robbins, 
A Bigger Role for Income Bonds, 33 Harv. Bus. Rev. 100-114 (Nov.-Dee. 1955) ; 
Laffey, 34 Harv. Bus. Rev. 145 (Jan.-Feb. 1956). 

5 Income promissory notes have been employed by Bangor and Aroostook and Maine 
Central while income debentures have been used by Chicago & Eastern Illinois, Erie, 
Frisco, Milwaukee, Nickel Plate, Rock Island, and Western Pacific. Fixed interest de- 
bentures were utilized by Illinois Central and Litchfield and Madison. The efforts of 
Missouri-Kansas-Texas to issue prior lien bonds as well as income debentures to effect 
retirement of its preferred stock have produced vigorous opposition from the life in- 
surance company which holds large amounts of the ecarrier’s first mortgage and prior 
lien bonds. The I.C.C. examiner’s proposed report (No. 19234) recommends against ap- 
proval of the application. Boston and Maine’s application to issue income debentures 
to effect the retirement of its outstanding preferred stock was turned down by Division 
4 of the I.C.C. because of doubts as to the proposed issuer’s ability adequately to 
service such new debt. See ICC Fin. Doc. No. 19098 (Feb. 28, 1956). New Haven, due 
to mounting financial pressures, caused the dismissal on June 20, 1956, of its applica- 
tion in Fin. Doc. No. 19238 for authority to eliminate the convertibility of its general 
mortgage income bonds into preferred stock and has indefinitely postponed a projected 
offer to allow its preferred stock to be converted into income debentures. Wall Street 
Journal, June 25, 1956, p. 11, col. 1. 

In summation, it may be observed that the financially soundest roads, such as Union 
Pacific and Santa Fe, find their preferred stocks selling at too high a premium to make 
exchanges for debt attractive while non-call features make involuntary redemption im- 
possible. Each has but recently effected 5-to-1 stock splits of both common and preferred 
stocks. Although the par values of the preferred stocks have been reduced correspond- 
ingly, the split-up serves to preserve the voting power of the preferred stocks as a 
class vis-d-vis the common stock. Atchison, Topeka and Santa Fe Railway Company 
Stock, ICC Fin. Doc. No. 19365 (July 23, 1956) ; Union Pacific Railroad Company Stock, 
ICC Fin. Doc. No. 19177 (Jan. 31, 1956). Query as to the application of section 306 to 
such new preferred stock, and of section 306(b) (4) in particular. The financially weakest 
roads, such as Boston and Maine, New Haven, and Missouri-Kansas-Texas, cannot secure 
the tax advantages flowing from the substitution of deductible interest for non-deduct- 
ible dividends because of the firm belief of I.C.C. Division 4 that a financial rose by any 
other name is not as sweet, i.e., that income debentures and preferred stock really and 
truly are vitally different. The real beneficiaries of this new trend in railroad finance 
then are those roads which are not so prosperous that their preferred stocks sell above 
par, nor so weak that their ratios of income to fixed and contingent changes are so low as 
to cause I.C.C, disapproval of a substitution of new debt for outstanding preferred stock. 
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degree than were the dividends on the preferrd stock such deben- 
tures replaced.® Second, such debentures are normally long-term * 
and carry a sinking fund calculated to retire the entire issue, or 
at least a substantial portion thereof, before maturity.* In conse- 
quence, their existence and retirement pose no great or unexpected 
fiscal burdens for the debtor. Third, interest on these debentures, 
even where payable only from income, is nonetheless deductible 
for federal income tax purposes ® when accrued, it being assumed, 
of course, that once accrued, such interest is, in all events, payable 
not later than the maturity date of the underlying debt. The I.C.C. 
is fully cognizant of the tax benefits resulting from the substitu- 
tion of a deductible interest payment for a non-deductible dividend 
on preferred stock.” 


6 For example, the interest on Erie’s new 5% income debentures is cumulative, unless 
earned, only to a maximum of 15 per cent, i.e., the same degree to which dividends on 
Erie’s old 5% Series A preferred stock were, which stock was replaced by these new 
debentures. If earned, however, interest on these income debentures is payable, whereas 
dividends even on preferred stock are payable only in the directors’ discretion. In actual 
practice, this difference may often appear more theoretical than real in the ease of pub- 
licly-held companies, due in no small measure to the voting power of the preferred stock. 
This is especially true in the railroad field. 

7 Illinois Central’s new fixed interest 3-1/2% debentures are due 25 years after issu- 
ance; Western Pacific’s 5% income debentures are due in 30 years; Nickel Plate’s 
4-1/2% income debentures are due in 35 years; Rock Island’s 4-1/2% income debentures 
are due in 40 years; Frisco’s 5% income debentures are due in 50 years; Erie’s 5% 
income debentures are due in 65 years; and Milwaukee’s 5% income debentures are due 
in 100 years, as are Chicago & Eastern Illinois’ 5% income debentures. 

8 The Chicago & Eastern Illinois, Erie, Frisco, Illinois Central, Milwaukee, Nickel 
Plate, Rock Island, and Western Pacific debenture indentures all make provision for 
sinking funds. While the Illinois Central, Nickel Plate, Rock Island, and Western Pacific 
sinking fund provisions provide for the complete retirement of such debtors’ debentures 
by their respective maturity dates, Erie’s provides only for about a 65 per cent re- 
tirement, while Chicago & Eastern Illinois’ fund, which does not commence to operate 
until the year 1986 or upon the earlier retirement of all such debtor’s outstanding first 
mortgage bonds, will insure the retirement of only somewhat more than 70 per cent 
of the income debentures before 2054, their due date. See also the excellent short article 
by Lasdon, The Issuance of Income Debentures to Retire Preferred Stock, 22 ICC 
Prac. J. 1022-1033 (Sept. 1955). 

9 Most of the new income debentures grant unilateral authority to the debtor to 
transform the contingent interest into fixed interest or to redeem the securities outright 
if a federal income tax deduction for the interest accruing thereon should be denied. 
The I.C.C.’s latest move in this connection is to make action by an issuer’s board ren- 
dering contingent interest fixed subject to contemporary approval by the Commission. 
See St. Louis-San Francisco Railway Company Securities, ICC Fin. Doc. No. 19370 
(July 20, 1956). 

10 ‘*The principal benefit to be derived by applicant from the proposed exchange of 
debentures for preferred stock will be the anticipated decrease in Federal income taxes 
resulting from the deductibility of debenture interest under the existing Internal Rev- 
enue Code, whereas dividends on the preferred stock are not so deductible.’’ Litchfield 
and Madison Railway Company Securities, ICC Fin. Doc. No. 19103, 5 (Dec. 29, 1955). 
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Assuming a permanent corporate tax rate of 50 per cent, a cor- 
poration possessed of pre-tax income of $2,000,000 can defray 
annual interest charges of $1,000,000 with only two-thirds of its 
after-tax corporate income, whereas the same $1,000,000 of cash 
outlay if paid to holders of equity capital would dissipate all of 
such taxpayer’s post-tax corporate income. Thus, if the investor’s 
stake in such a corporate enterprise is cast in the form of a bond, 
the corporate debtor possessed of pre-tax income of $2,000,000 will 
retain $500,000 in cash after taxes and after paying the investor 
as interest the same $1,000,000 cash return which, if paid in divi- 
dends, would leave the distributor corporation with no after-tax 
cash. This cash generated through the deductibility of interest can, 
of course, serve to retire the junior debt through a sinking fund, 
and generally the railroads’ new issues so provide.” 

For example, the full fiscal impact of this junior debt financing 
which has resulted in the current flight from senior equities in the 
railroad industry is well illustrated by the Rock Island’s issuance 
in 1955 7” of new 40-year 4-1/2% income debentures, due in 1995, not 
to exceed $65,000,000 in amount. Interest is payable on these deben- 
tures only from income but is cumulative, even though not earned, 
to a total of 18 per cent.’* For the first five years after the issuance 
of these debentures, sinking fund requirements amount to $800,000 
annually, increasing in subsequent years so that the entire issue 
will be retired by maturity. The sale of these debentures at their 
face value to underwriters enabled the issuer to retire all of its 
outstanding 5% convertible preferred stock of $100 par value at 
105. In its application to the I.C.C. for the requisite permission to 
issue the $65,000,000 of debentures, Rock Island calculated its 
potential tax savings, on the basis of a 52 per cent rate, as suf- 
ficient to retire the entire new issue before maturity and to yield 
net cash in addition of more than $30,000,000. 


11 See note 8 supra. 

12 See Chicago, Rock Island and Pacific Railroad Company Debentures, ICC Fin. Doc. 
No. 18882, submitted March 28, 1955, decided April 6, 1955, not printed in full in the 
permanent series of the I.C.C. reports. See also Chicago, Rock Island and Pacifie Rail- 
road Company Competitive Bidding Exemption, 290 ICC Rep. 721 (1955). 

13 To the extent of 18 per cent interest is made payable at such future time as it may 
be earned or, in any event, at the maturity of the debentures. Such accumulated interest, 
however, does not itself bear interest. 

14‘* At the present Federal income tax rate of 52 per cent, to provide funds for an 
annual dividend of $3,236,230 on applicant’s outstanding preferred stock, it is necessary 
that applicant have income of $6,742,000 before Federal income taxes. With such amount 
available each year, and assuming continuance of the 52 per cent rate, the net effect of 
the retirement of the preferred stock and the issue of $65,000,000 of debentures would 
be to make available to applicant sufficient cash to pay the interest on the debentures 
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II. Excuance Versus REDEMPTION 


Although the refinancing of the various roads differs as to de- 
tail, the basic pattern remains the same as to the substitution of 
deductible interest paid on debt for non-deductible dividends paid 
on preferred stock.” That the particular method chosen to effec- 
tuate this substitution may carry with it other important tax con- 
sequences to the issuing debtor, offering substantial additional 
tax savings, is not yet perhaps fully understood even within the 
railroad industry itself. These savings, often as spectacular as 
they are unexpected, arise through the right of an accrual basis 
taxpayer to amortize and deduct any discount suffered and ex- 
penses incurred upon the issuance of debt ratably over the life 
of such obligation.’** Thus, if an accrual basis taxpayer were to 
issue bonds in the face amount of $1,090,000 due in ten years for a 
net cash consideration, after deducting for issuance expenses, of 
$900,000, an amortization deduction for bond discount and issu- 
ance expense would be allowable for each of the ten years of the 
debt’s term in the amount of $10,000. 

The credit of the nation’s railroads has improved markedly in 
recent years, with the result that new debt issues are generally 
marketed at a figure not too far from face value.’* Thus the debt 


and to make sinking fund payments sufficient to retire the entire principal amount 
thereof during their 40-year life, and leave a cash remainder of $31,614,400 during that 
period, or, after deducting the $1,434,300 estimated expenses of the issue, a net cash 
balance of $30,180,100.’’ 290 ICC Rep. 820 (1955). 

15 Sight must not be lost of the substantial independent corporate business purposes 
which may be effected by the substitution of new income debentures for outstanding 
preferred stock other than the securing of a tax deduction for interest. For example, the 
debtor’s common stock is normally enhanced in value, rendering future equity financings 
more feasible, as well as increasing the attractiveness of the common stock as the sub- 
ject of employees’ restricted stock options. Further, the unity of those possessing voting 
control is enhanced by the retirement of these preferred stock issues, which throughout 
the railroad industry almost invariably possess voting right. Perhaps the most complete 
enumeration of these non-tax purposes served by the substitution of debentures for pre- 
ferred is to be found in Chicago & Eastern Illinois Railroad Company Debentures, 
ICC Fin. Doc. No. 18660, 9-11, submitted Dee. 10, 1954, decided Dec. 29, 1954, not 
printed in full in the permanent serics of the I.C.C. reports. See also Lasdon, note 8 
supra. 

16 ‘‘Tf bonds are issued by a corporation at a discount, the net amount of such dis- 
count is deductible and should be prorated or amortized over the life of the bonds.’’ Reg. 
118, See. 39.22(a)-17(¢c). See also Helvering v. Union Pacific R.R. Co., 293 U.S. 282 
(1934), petition for rehearing denied, 293 U.S. 630 (1934), prescribing a similar rule 
for issuance expenses. 

17 The Baltimore & Ohio’s recent successful refinancing of about $347,000,000 of 
bonded indebtedness illustrates the point, as does Rock Island’s ability to command face 
value for its income debentures at a maximum total annual cost for the money received 
of 4.73 per cent. Atlantic Coast Line’s $13,474,000 face amount of 3-5/8% general mort- 
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discount on issues currently being sold to underwriters for cash is 
of modest dimensions. Railroad bonds are usually issued for ex- 
tended terms, 30 to 40 years being not uncommon, so that the tax- 
saving potentials of the amortization deduction for discount on 
bonds being currently issued for cash are indeed small. 

Although Rock Island’s 4-1/2% income debentures, issued in 1955 
to retire its outstanding 5% convertible preferred stock, were sold 
to underwriters for cash,’* many roads, desiring to replace out- 
standing preferred with income debentures, effect their ends 
through a direct exchange of new debentures for old preferred 
on an equal par-for-face-value basis.’*® Thus, Milwaukee, between 
August 1 and September 15, 1955, effected the voluntary exchange 
of $60,000,000 par value of its 5%, $100 par value, preferred stock 
for a like face value of new 5% 100-year income debentures. During 
the exchange period Milwaukee’s $100 par value preferred was 
quoted daily on the New York Stock Exchange and sold generally 
in the neighborhood of 68. If Milwaukee’s new $60,000,000 debt 
can, for tax purposes, be looked upon as having been issued at a 
discount of 32 points, the issuer, in addition to a $3,000,000 annual 
deduction for interest thereon in lieu of paying out non-deductible 
dividends in the same dollar amount, will be entitled to a bond dis- 
count amortization deduction of $192,000 per annum for the next 
100 years. The availability of such a deduction under current tax 
law must therefore be explored. 


gage bonds, Series D, were sold in 1955 at 98.04, to yield a 3.74 per cent effective 
rate of interest. Chicago & Eastern Illinois’ $990,000 face amount of 3-3/4% first mort- 
gage bonds, Series B, were sold at 91.5, to yield a 4.25 per cent effective rate of interest. 
Nickel Plate’s $36,000,000 face amount of income debentures were sold in 1955 at 
99.55 to yield a 4.53 per cent effective rate of interest, while Frisco’s $19,500,000 face 
amount of 4% first mortgage bonds, Series B, were sold in 1955 at 98.3, or to yield a 
4.11 per cent effective rate of interest. See 140 Ratbway AGE 168-169 (Jan. 9, 1956). 
Most of the railroad industry’s borrowings are for equipment and are negotiated at an 
average cost of substantially less than four per cent. It is, of course, true that the credit 
of each road is dependent upon its own individual financial position, the particular 
features of the security sold, and the general trend of the money market. See Laffey, 
supra note 4, 

18 As were the new income notes of Bangor & Aroostook, the income debentures of 
Nickel Plate, and the fixed interest debentures of Illinois Central. 

19 Numbered among which are Chicago & Eastern Illinois, Erie, Milwaukee, and 
Western Pacific. Frisco’s preferred stock is convertible into common stock in the ratio of 
two shares of common stock for each share of preferred stock. In consequence, that 
carrier’s offer to the preferred stockholders included a one-fourth share of common 
stock as well as a $100 face amount 5% income debenture, plus cash equal to declared 
but not yet due dividends on the preferred stock, for each share of 5% preferred stock, 
Series A, $100 par value. 
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III. Tax Treatment or Bonp Discount anp Anatocous Costs OF 
Empioyinc Borrowep CapiraL 


Bond discount may be generally defined as the spread between 
what the issuer receives on the original issuance of debt obliga- 
tions and the stated amount required to be repaid upon their ma- 
turity.”° Therefore, if the issuer of bonds, calling for the payment 
of interest at the rate of five per cent annually plus $100,000 in 
principal at the expiration of ten years, receives only $90,000 in 
cash upon their issuance, a $10,000 bond discount will normally 
be said to exist. If the holder of the bond at maturity must be 
paid not $100,000 but $105,000, then the issuer’s bond discount is 
$15,000.22 The amount of an issuer’s bond discount is unaffected, 
however, by the fact that any optional redemption before the speci- 
fied maturity date must be made at a premium. 

Although bond discount does not, technically speaking, embrace 
such costs of debt issuance as printing, title search and insurance, 
bond mortgage recording, trustees’, legal, accounting, and stock 
exchange listing fees, and the like, such expenses * do, of course, 
serve as effectively to reduce the cash rendered available to the 
issuer as does a true bond discount. In consequence, the courts for 
some tax purposes have analogized these issuance costs to bond 
discount and require them to be amortized, even by cash basis tax- 
payers,” ratably over the life of the loan in substantially the same 
fashion as debt discount.” 

The courts and the Treasury have held different views as to the 
proper tax classification ** of bond discount and issuance expenses, 
variously classifying these costs as securing borrowed funds as 


20 Discount ‘‘is the difference between the amount borrowed and the principal amount 
to be paid. The crucial factor is the amount which must be paid. Baltimore ¢ Ohio R. R. 
Co., 29 B.T.A. 368.’’ Pierce Oil Corp., 32 B.T.A. 403, 420 (1935). ‘‘ Discount is a vari- 
able term, but the meaning which is clearly intended in this connection is, the difference 
between the face amount of the debt which, it is assumed, will be paid at maturity, and 
the actual lower amount which is received from the lender at the time of the creation 
of the debt. Colloquially, it is the difference between the face amount of the bonds and 
the lower cash sale price.’’ New York, Chicago & St. Louis Railroad Co., 23 B.T.A. 177, 
196 (1931), aff’d, 64 F.2d 152 (D.C. Cir. 1933). 

21 Pierce Oil Corp., supra note 20. 

22 See Julia Stow Lovejoy, 18 B.T.A. 1179, 1180 (1930) ; Baltimore & Ohio R. R. Co., 
30 B.T.A. 194 (1934) (Issue 4), appeal dismissed, 77 F.2d 999 (4th Cir. 1935). 

23 Emil W. Carlson, 24 B.T.A. 868 (1931) ; Sayers F. Harman, 4 T.C. 335, 348 (1944). 

24 Helvering v. Union Pacific R. R. Co., supra note 16, at 284, is the leading case on 
this subject. 

25 These views have been canvassed at some length in Molloy, The Ambiguous Tax 
Nature of the Various Costs of Borrowing Capital, 11 Tax L.. Rev. 373 (1956). 
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interest,”* as business losses,”" and as ordinary and necessary busi- 
ness expenses.”* There has, however, long been full agreement that 
such items are deductible for tax purposes, at least where the debt 
was incurred in the course of the debtor’s trade or business, even 
where a precise classification of such deduction was not attempted.” 
A eash basis taxpayer, of course, may deduct bond discount only 
at the time of payment,*® that is, when the bonds are redeemed. 
Such a taxpayer is required, however, to amortize out-of-pocket 
issuance costs ratably over the life of the debt.* An accrual basis 
taxpayer, on the other hand, is required for tax purposes to amor- 
tize both debt discount and issuance expenses ratably over the obli- 
gation’s anticipated life.” 


IV. Bonps anp OrHer ConsIDERATIONS IssuED JOINTLY FoR CasH 


Where bonds alone are issued solely for cash it is, of course, very 
simple to ascertain whether such debt has been issued at a discount, 
for the stated maturity value, or at a premium. Bonds, however, 
are not always so issued. Upon occasion, an issuer of bonds for 
cash may also have to give the buyer additional consideration in 


26 Helvering v. California Oregon Power Co., 75 F.2d 644 (D.C. Cir. 1935) ; Hendler 
v. United States, 17 F.Supp. 558, 569 (D.Md. 1936) (Issue III), aff’d on other issues, 
91 F.2d 680 (4th Cir. 1937), rev’d on those other issues, 303 U.S. 564 (1938) ; Chicago, 
Rock Island & Pacific Ry. Co., 13 B.T.A. 988, 1036 (1928), aff’d on appeal on other 
issues, 47 F.2d 990 (7th Cir. 1931), cert. denied, 284 U.S. 618 (1931); United States 
Playing Card Co., 15 B.T.A. 975, 981 (1929); New York, Chicago & St. Louis Railroad 
Co., 23 B.T.A. 177, 196 (1931), aff’d, 64 F.2d 152 (D.C. Cir. 1933) ; Longview Hilton 
Hotel Co., 9 T.C. 180, 182 (1947). The latest view of the Treasury seems to favor the 
‘*interest’’ classification. Cf. Proposed Reg. Sec. 1.1232-1(a) (1956). 

27 Union Pacific R. R. Co. v. Comm’r, 69 F.2d 67, 71 (2d Cir. 1934), aff’d, 293 U.S. 
282 (1934); New York Cent. R. R. Co. v. Comm’r, 79 F.2d 247, 249 (2d Cir. 1935), 
cert. denied, 296 U.S. 653 (1935) ; Comm’r v. Great Western Power Co., 79 F.2d 94, 96-97 
(2d Cir. 1935), aff’d, 297 U.S. 543, 545 (1936). 

28 American National Co. v. United States, 274 U.S. 99 (1927); Bonded Mortgage Co. 
of Baltimore v. Comm’r, 70 F.2d 341 (4th Cir. 1934); Olinger Corp., 9 B.T.A. 170 
(1927) ; Franklin Title & Trust Co., 32 B.T.A. 266 (1935). 

29 While upholding the deductibility of debt discount, the courts have, on occasion, 
classified the deduction as ‘‘ interest or loss’? (Joaquin Light & Power Corp. v. McLaugh- 
lin, 65 F.2d 677 (9th Cir. 1932)); ‘‘interest, expense, or loss’? (Dodge Bros., Ine. v. 
United States, 33 F.Supp. 312, 321 (D.Md. 1940), aff’d, 118 F.2d 95 (4th Cir. 1941)) ; 
or as ‘‘expense or loss’’ (E. & J. Gallo Winery v. Comm’r, 227 F.2d 699, 705 (9th Cir. 
1955) ). 

80 **One on a cash basis sustains no deductible loss on bonds issued at a discount in 
the year of issuance.’’ Chicago, Rock Island & Pacifie Ry. Co., supra note 26, at 1030. 

81 Sigmund Spitzer, 23 B.T.A. 776 (1931), appeal dismissed, 3d Cir. Jan. 29, 1934; 
Emil W. Carlson, 24 B.T.A. 868 (1931); Detroit Consolidated Theatres, Inc., P-H. 
B.T.A. Mem. Dec. { 41,403, aff’d per curiam, 133 F.2d 200 (6th Cir. 1942); Sayers F. 
Harman, 4 T.C. 335, 348 (1944). 

32 Helvering v. Union Pacific R. R. Co., supra note 16. 
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the form of the issuer’s stock ** or even a third-party guarantee of 
such issuer’s bonds.** The problem in such eases lies in the ascer- 
tainment of the cash properly to be deemed to have been paid for 
the bonds alone. If the cash so deemed to have been paid is less 
than the maturity,*® not the face, value of the bonds, debt discount 
or issuance expense amortizable ratably over the life of such bonds 
exists for accrual basis debtors. 

An excellent, illustrative example of the debt discount problems 
arising out of the issuance of bonds and stock as a ‘‘package’’ 
for cash is presented by the case of Pierce Oil Corp.** There an 
accrual basis taxpayer on July 1, 1914, for a total consideration of 
$9,375,000 in cash, issued $10,000,000 face amount of 6% convert- 
ible gold debentures due in ten years, calling for the payment at 
maturity or at any earlier redemption date of $105 for each $100 
of face value, or $10,500,000 in all, and in addition to these deben- 
tures, 44,000 shares of $25 par value common stock, representing 
$1,100,000 par value in all. On the issuance date the fair market 
value of the debentures was found to have been $93 per $100 of 
face value, or $9,300,000 in all, while the fair market value of the 
common stock was $19 per share, or $836,000 in all. The Board of 
Tax Appeals held that the $9,375,000 total cash received should be 
allocated to the two issues on the basis of their current fair market 
values and, accordingly, that $773,234.02 was properly allocable 
to the shares and $8,601,865.98 to the debentures. The total amor- 
tizable discount at which such debentures were deemed to have been 
issued was not $1,398,234.02, the spread between the $10,000,000 
face amount of debentures issued and the total cash received 
therefor totalling $8,601,765.98, but $500,000 more, or $1,898,234.02, 
due to the fact that the maturity value as well as any earlier re- 
demption value of the debentures was $500,000 in excess of their 
total face amount. 

Where bond and stock are issued together for cash, the accepted 
rule ** is to determine bond discount by subtracting that portion 
of the total cash received which is attributable to the stock (total 

fair market value of stock 
fair market value of stock plus bonds 
attributable to the stock issue from the total cash proceeds. The 





cash x ) and the expenses 


83 Hummel-Ross Fibre Corp., 31 B.T.A. 451 (1934), aff’d, 79 F.2d 474 (4th Cir. 
1935) ; Pierce Oil Corp., supra note 20. 

34 Liberty Farms Co., 22 B.T.A. 1298 (1931). 

35 Pierce Oil Corp., supra note 20. 

36 32 B.T.A. 403, 420-421 (1935). 

37 See cases cited noted 33 supra. 
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sum remaining is deemed to have been received for the bonds 
which, if less than the redemption value thereof, yields an amor- 
tizable discount. Costs of the bond issue are likewise amortizable 
over the anticipated life of the debt ** and thus serve to produce 
tax deductions in their own right. An example of the latter result 
is to be found in Liberty Farms Co.,® where the taxpayer in 1919, 
in order to sell its bonds for cash at 95 per cent of their maturity 
value, had to procure their guarantee by four individuals. To in- 
duce these individuals to give the requisite guarantee, the debtor 
had to issue to them shares of its stock possessed of a then fair 
market value of $71,000. The bonds were deemed to have been 
issued at an amortizable discount of five per cent. The $71,000 
worth of stock issued to the individual guarantors was held to con- 
stitute not additional debt discount but part of the bonds’ issuance 
costs.*° Such costs are, of course, amortizable in the same fashion 
as discount, ratably over the anticipated life of the debt. 


V. Bonps Issuep Otuer THAN For CasH 


Not all debt is issued for a purely cash consideration,*! and 
where such is the case, as where bonds are issued in complete or 
partial payment for property,*? question may well arise whether a 


88 See note 32 supra. 

39 22 B.T.A. 1298 (1931). 

40 Note that the net effect of this result is to enable the issuer to recover the fair 
market value of its stock through tax deductions. No such deductions would, of course, 
have been available had the stock been issued for cash independently of the bonds 
(Liquid Carbonic Corp., 34 B.T.A. 1191, 1197 (1936), and cases there cited), but the 
same tax result would have followed had the cash proceeds realized from the stock’s 
independent sale been expended on bond issuance costs. 

41 For example, compare Dodge Bros., Inc. v. United States, 118 F.2d 95 (4th Cir. 
1941) (cash, stocks, and debentures issued for a going automotive company’s assets) ; 
Kansas City Southern Ry. Co., 22 B.T.A. 949 (1931) (bonds plus preferred and com- 
mon stock issued for another corporation’s bonds) ; Southern Fertilizer & Chemical Co. 
v. Edwards, Admr, 55-1 U.S.T.C. § 49,133 (M.D.Ga. 1955) (cash, preferred, scrip, 
and debentures exchanged for issuer’s outstanding preferred plus dividend arrearages) ; 
and Arkansas-Missouri Power Corp. v. Paschal, 56-2 U.S.T.C. J 9822 (E.D.Ark. 1956) 
(taxpayer’s appeal to 8th Cir. now pending) (bonds and preferred and common stock 
for a going utility business). In the strictly railroad field, see Western Pacific Railroad 
Company Securities, ICC Fin. Doc. No. 18645, submitted Sept. 22, 1954, decided Sept. 
30, 1954, not printed in full in the permanent series of the I.C.C. reports, authorizing 
the exchange of one new $100 principal amount 30-year 5% income debenture plus one- 
sixth of a share of common stock without par value for each $100 par value of out- 
standing Series A preferred stock of the issuer. See also St. Louis-San Francisco Rail- 
way Company Securities, ICC Fin. Doc. No. 19370 (July 20, 1956), authorizing the 
issuance of new income debentures, common stock, and cash for outstanding preferred 
stock of the issuer. 

42 Compare Montana Power Co. v. United States, 121 F.Supp. 577 (D.N.J. 1954), 
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discount was suffered upon such bonds’ issuance. Similarly, bonds 
or other debt plus the issuer’s stock may be exchanged as a ‘‘ pack- 
age’’ for a non-cash consideration.** 

When debt is issued for property other than cash, the first ques- 
tion to arise is whether as a matter of legal principle such obliga- 
tions can be deemed to have been issued at a discount, that is, must 
the buyer as a matter of law simply be deemed to have made an 
injudicious purchase, even where the fair market value of the prop- 
erty so acquired in exchange for the purchaser’s bonds is demon- 
strably less than the maturity value of the bonds so issued? The 
authorities extant cannot be said to be wholly consistent one with 
another,* but they must be analyzed if the question of a taxpayer’s 
right to deduct amortization of bond discount where issued in ex- 
change for preferred stock then selling for less than the new bonds’ 
maturity value is to be resolved. 


A. Sratutory AUTHORITY 


The 1939 and 1954 Codes nowhere contain provisions directly 
defining either bond discount or bond premium in so far as the 
debtor ** is concerned. Section 1232 of the 1954 Code does, it is true, 
undertake in considerable detail ** to-define the tax consequences 
to the creditor of acquiring bonds issued after December 31, 1954, 
at a so-called ‘‘original issue discount.’’ Nowhere, however, does 
the Code undertake to deal with the debtor’s side of the problem 


aff’d, 232 F.2d 541 (3d Cir. 1956), cert. denied, 25 U.S.L. WEEK 3101 (U.S. Oct. 8, 
1956), with Sam H. Harris Theatrical Enterprises, Inc., 1 TCM 352 (1943), appeal (T) 
dismissed, 2d Cir. May 31, 1944. 

43 Ibid. 

44 See note 41 supra. 

45 See cases notes 41 and 42 supra. Compare also Southern Railway Co., 27 B.T.A. 673 
(1933), with American Smelting & Refining Co. v. United States, 130 F.2d 883 (3d Cir. 
1942) ; and Sacramento Medico Dental Building Co., 47 B.T.A. 315, 328 (1942), with 
Kramon Development Co., 3 T.C. 342 (1944). See also Arkansas-Missouri Power Corp. 
v. Paschal, supra note 41, and Industrial Development Corp. v. United States, 1956 P-H 
{ 72,911 (N.D.Ill. 1956). 

46 As to tax treatment to the creditor, see I.R.C. § 125 (1939) and I.R.C. § 171 (1954), 
dealing with amortization of bond premiums. ‘‘ Allowance of bond discount and expense 
is not specifically provided for but is apparently based on Sec. 23 of the 1939 Internal 
Revenue Code, 26 U.S.C.A. § 23, providing for deduction of expense and losses, fortified 
by court decisions. Helvering v. Metropolitan Edison Co., supra, and cases cited in 306 
U.S. at page 526... .’’ E. & J Gallo Winery v. Comm’r, supra note 29, at 705. The 
problem is at least as old as section 234 of the Revenue Act of 1918. See Union Pacific 
R. R. Co. v. Comm’r, supra note 27, which traces the administrative rule permitting 
deductibility back to Reg. 33, Art. 150, as revised, implementing the Revenue Act of 
1916. 

47 See Zafft, Discount Bonds—Ordinary Income or Capital Gain?, 11 Tax L. Rev. 51, 
58-60 (1955). 
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other than in the form of mere tangential references.*® An authori- 
tative answer to the problem must therefore be sought outside the 
specific provisions of statutory law. 


B. ApMINISTRATIVE AUTHORITY 


1. The Treasury Department. The Treasury Regulations over 
the years have contented themselves with setting forth the major 
tax consequences to the issuer which result where bonds have been 
issued at a discount or at a premium.*® No attempt has been made 
in the Regulations to define the factual conditions under which 
either a discount or a premium will be deemed to exist in so far as 
the obligor is concerned. 

Interesting light has, however, been cast upon the problem by 
the publication *° on July 18, 1956 of the Treasury Department’s 
Proposed Regulations implementing section 1232 of the 1954 Code. 
This section of the law had no counterpart in the 1939 Code or 
earlier revenue acts and represents the Treasury’s attempt to close 
an alleged loophole whereunder that which was essentially interest 
was transformed into capital gain.** The method chosen to accom- 
plish this aim results in taxing as ordinary income some portion 
of any gain realized by holders of corporate debt issued after 
January 1, 1955, at an ‘‘original issue discount’’ in excess of .25 
per cent per annum.” Although the statutory language ™ itself 
fails to disclose whether debt issued other than for cash can be 
deemed to have been issued at an original issue discount, the Pro- 
posed Regulations ** make it quite clear that issuance for cash is 
not essential to the creation of an original issue discount. 


48 Such as those contained in I.R.C. §§ 108(a) and (b) and 381(c) (9) (1954), where 
the deductibility of debt discount is simply assumed. 

49 Cf. Reg. 118, Sec. 39.22(a)-17. 

50 21 Fep. Rea. 5368-5372 (July 18, 1956). 

51 See generally Zafft, supra note 47, and Molloy, supra note 25. 

52 Defined in I.R.C. § 1232(b)(1) (1954) as ‘‘the difference between the issue price 
and the stated redemption price at maturity.’’ 

53 The statute in section 1232(b)(2) simply defines ‘‘issue price’’ in the case of debt 
issues registered with the SEC as ‘‘the initial offering price to the public (excluding 
bond houses and brokers) at which price a substantial amount of such bonds or other 
evidences of indebtedness were sold.’’ In the case of privately placed issues, ‘‘the issue 
price of each such bond or other evidence of indebtedness is the price paid by the first 
buyer of such bond.’’ 

54‘*Tf an obligation is issued for property other than money, the determination of 
whether an original issue discount exists, and its amount, if any, depends upon the rela- 
tionship between the fair market value of the property and the face amount of the 
obligation.’’ Proposed Reg. See. 1.1232-3(b) (1) (1956). 

55 Interesting provisions are contained in the Proposed Regulations (Sec. 1.1232-3(f) ) 
to police the taxing as ordinary income of some portion of the gain realized on the 
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Section 1232 and the Regulations which implement its provisions 
are, of course, concerned with the holder of debt and not with the 
issuing obligor. If, however, debt can be issued for a non-cash con- 
sideration at an original issue discount in so far as the holder is 
concerned, it is difficult to perceive why, as a matter of basic legal 
principle, debt may not equally be issued for a non-cash considera- 
tion at a discount in so far as the issuing debtor is concerned. 

2. The Internal Revenue Service. The Internal Revenue Service 
for its part in an early,’ unrevoked but much discussed,” ruling 
took the position that bonds issued for property may properly be 
deemed to have been issued at a discount. In O. D. 959 ®° it was held 
that an accrual basis sole proprietor, exchanging his own bonds 
for Liberty Bonds having a then fair market value less than the 
face amount of the individual issuer’s bonds, must be allowed to 
amortize and deduct the spread between the face value of his bonds 
and the then fair market value of the Liberty Bonds ratably over 
the life of his bonds so issued. 


disposal of debt issued at an original issue discount. The issuer of corporate debt at an 
original issue discount after the effective date of the Proposed Regulations ‘‘shall mark 
the issue price and issue date upon every obligation’’ so issued. In the case of obliga- 
tions first issued to the public through an underwriter or wholesaler, the duty to earmark 
the securities rests upon such broker or wholesaler. The rule proposed in the Regulations 
marks a decided tightening of requirements envisioned in the Senate Report (No. 1622, 
83d Cong., 2d Sess. 435 (1954)), to the effect that ‘‘For such bonds or evidences of 
indebtedness issued subsequent to the effective date of this act, taxpayers may avoid 
uncertainty by keeping with or on the bond or other evidence of indebtedness a record 
of the issue price and issue date.’’ The actual carrying out of this earmarking require- 
ment will doubtless fall in large measure upon the big urban banks which act as cor- 
porate agents. An increase in the number of Service rulings requested as to the existence 
of original issue discount may reasonably be anticipated. 

56 This is not to say that factually, original issue discount as to the holder of cor- 
porate debt must always co-exist where debt discount is present as to the issuing debtor. 
For example, debt discount is amortizable by an accrual basis debtor even though the 
amount thereof is less than .25 per cent per annum, whereas an original issue discount 
in the same amount is deemed zero under section 1232(b)(1). Again, a case may be 
envisioned where amortizable debt discount would exist as to the issuer because the cash 
and/or fair market value of the other property received therefor are less than the matur- 
ity value of the debt, yet no original issue discount would exist for the purposes of sec- 
tion 1232 because the price received by the underwriting brokers on first sale to the 
public equalled or exceeded the debt’s maturity value. The result would, however, turn 
upon factual conditions as to values received, not upon the cash or non-cash nature of 
such values. 

571921. 

58 See Helvering v. Union Pacific R. R. Co., 293 U.S. 282, 285 n.1 (1934); Dodge 
Bros., Inc. v. United States, supra note 29, at 323 n.8 (D.Md. 1940) ; American Smelting 
& Refining Co. v. United States, 39 F.Supp. 334, 336 (D.N.J. 1941); American Smelt- 
ing & Refining Co. v. United States, supra note 45, at 885. 

59 4 Cum. BULL. 129 (1921). 
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C. Court Decisions 


Very considerable doubt has been expressed by the courts, gen- 
erally by way of elaborate, often heated, dicta, whether bonds 
issued other than for cash could, as a matter of basic legal prin- 
ciple, be deemed to have been issued at a discount.” Factually, of 
course, it is incumbent upon the debtor to prove that the fair 
market value of the property received upon the issuance of its 
bonds was less than the maturity value of such bonds.™ This fac- 
tual burden has often proved more than the taxpayer could suc- 
cessfully carry, especially where the property so acquired con- 
sisted of a going business.” 

Reliance by the issuing debtor solely upon proof that the fair 
market value of its bonds issued for property was demonstrably 
less than their maturity value has never been deemed sufficient by 
the courts ® to establish the existence of amortizable discount. The 
essential problem is to prove the fair market value of the property 
received in exchange for the issuer’s debt quite independently of 
proof as to the contemporaneous fair market value of the issuer’s 
debt.** The latter fact is not irrelevant, however, and proof that 
such fair market value was less than the debt’s maturity value has 
always been deemed helpful,” perhaps necessary,® even though 





60 Kansas City Southern Ry. Co., supra note 41, at 964; Southern Railway Co., 27 
B.T.A. 673, 688 (1933), aff’d on this issue, 74 F.2d 887, 894 (4th Cir. 1935); Dodge 
Bros., Ine. v. United States, supra note 29, at 323. The latest expression of this continu- 
ing judicial unwillingness to concede the basic legal principle is contained in Montana 
Power Company v. United States, 232 F.2d 541, 545-9 (3d Cir. 1956), cert. denied, 25 
U.S.L. WEEK 3101 (U.S. Oct. 8, 1956) in which Judges Kalodner and Staley set forth 
their views in elaborate dicta. 

61 Montana Power Co. v. United States, supra note 42; American Smelting & Refining 
Co. v. United States, note 58 supra; Redford Lumber Co., P-H B.T.A. Mem. DEc. 
{ 42,564; I.T. 1736, II-2 Cum. Bub. 274 (1923). 

62 Montana Power Co. v. United States, note 42 supra; Dodge Bros., Ine. v. United 
States, supra note 29; New York, Chicago & St. Louis Railroad Co., supra note 20; 
Sacramento Medico Dental Building Co., supra note 45. 

63 Kansas City Southern Ry. Co., supra note 41, at 964; Pennsylvania Electric Co. v. 
United States, 135 F.Supp. 416, 419 (Ct.Cl. 1955). 

64 New York, Chicago & St. Louis Railroad Co., supra note 20; Montana Power Co. v. 
United States, note 42 supra; American Smelting & Refining Co. v. United States, supra 
note 45; Redford Lumber Co., note 61 supra. 

65 American Smelting & Refining Co. v. United States, supra note 45, at 884 n.4. If the 
issuer’s bonds were selling at maturity value on the open market, it may be impossible 
to convince a court that when issued for property full value was not received therefor. 
See Dodge Bros., Inc. v. United States, supra note 41. 

66 See note 65 supra. Unlike the purchase of a going business for bonds, it is normally 
easy to prove the fair market value of the railroad preferred stock issues being ex- 
changed for debt, since they are generally actively traded in on organized security ex- 
changes. 
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not in and of itself sufficient to establish the existence of discount.” 

1. Failure of proof cases. Debtors attempting to establish the 
existence of an amortizable discount for bonds issued for property 
have frequently failed to do so because of inadequate proof as to 
the fair market value of the property so acquired.® A leading ex- 
ample of such a failure is to be found in New York, C. € S. L. R. Co. 
v. Burnet. There taxpayer in 1887 acquired all the assets of a 
bankrupt predecessor railroad, issuing in part-payment $16,800,000 
face value of its own 4% 50-year first mortgage bonds, which were 
distributed to the holders of $15,000,000 face value of its prede- 
cessor’s old defaulted first mortgage bonds plus interest arrear- 
ages. Taxpayer offered no proof as to the 1887 fair market value 
of its predecessor’s assets so acquired and was, in consequence, 
denied a deduction for bond discount for the year 1917. In thus 
deciding for the Commissioner on factual grounds, the Court had 
no need to pass upon the validity of the Government’s legal posi- 
tion that bonds issued for property can never be deemed to have 
been issued at a discount. The acquisition of property for bonds, 
urged the Commissioner, regardless of the fair market value of 
such property, is simply a purchase “° which cannot result in the 
realization of gain or loss until such property is disposed of. 

A similar failure produced a similar result in Kansas City South- 
ern Ry. Co.™ There the taxpayer in 1900 acquired the entire issue 
of Port Arthur Channel and Dock Company $1,655,000 face amount 
first mortgage bonds in exchange for $823,500 face amount of tax- 
payer’s own bonds, plus $823,500 par value of taxpayer’s pre- 
ferred and $823,500 par value of taxpayer’s common stock. The 
average market prices of taxpayer’s bonds were shown to be 
65.738 per cent of face, while taxpayer’s preferred stock was sell- 
ing for only 34.475 per cent of par value and its common at only 
14.195 per cent of par. Taxpayer failed to show the fair market 
value of the Port Arthur bonds, relying on the theory that their 
value ‘‘was determined by the market value of the securities ex- 
61 Bee eases cited note 63 supra. 

68 See cases cited notes 62 and 64 supra; Carding Gill, Ltd., 38 B.T.A. 669, 672-3 
= eee 152 (D.C. Cir. 1933), affirming 23 B.T.A. 177 (1931). 

70 New York, Chicago & St. Louis Railroad Co., supra note 20, at 196. A similar posi- 
tion was taken by the Commissioner in Dodge Brothers, Inc. v. United States, supra 
note 41, and was enthusiastically endorsed by two of the seven Circuit Judges partici- 
pating in Montana Power Company v. United States, supra note 60, at 548-9. 


7122 B.T.A. 949 (1931), and in American Smelting & Refining Co. v. United States, 
39 F.Supp. 334, 335 (D.N.J. 1941). 
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changed for them.’’ Such reliance was held ill-founded.” The 
Board again expressed doubt whether bonds could be deemed 
issued at a discount unless issued solely for cash but found it 
unnecessary to decide the point.” 

A final illustration of the importance of this burden of factual 
proof laid upon the debtor is to be found in the leading case of 
Dodge Bros., Inc. v. United States,“* where a taxpayer acquiring 
assets for bonds was again denied an amortization deduction on 
factual grounds. There an investment banking syndicate on May 
1, 1925, for $146,000,000 in cash, purchased all of the assets of a 
leading automobile manufacturing company, Dodge Brothers, a 
Michigan corporation. On the same day, taxpayer, a Maryland 
corporation, acquired all of these assets from the investment syn- 
dicate in exchange for $14,000,000 cash, constituting part of the 
Michigan company’s assets, the assumption of all of the Michigan 
company’s liabilities, and the following stock and securities of the 
taxpayer: (a) $75,000,000 principal amount of 6% 25-year sinking- 
fund gold debentures; (b) 850,000 shares of preference stock with- 
out par value; (c) 1,500,000 shares of non-voting Class A common 
stock; and (d) 500,000 shares of voting Class B common stock. The 
taxpayer’s debentures were sold by the syndicate to the public at 
99, the preference stock for $75 per share, and the Class A common 
stock for $25 per share. The syndicate reserved for itself the 
500,000 shares of voting Class B common stock, which the Court 
held to be worth at least as much as the non-voting Class A com- 
mon stock. Thus, what the Court denominated the ‘‘ public market 
value’’ of taxpayer’s stock and securities given for the Michigan 
company’s assets, acquired that same day by the syndicate for 
$132,000,000 net in cash, was $190,500,000. 

The District Court, in denying taxpayer’s contention that its 
debentures had been issued at a discount, noted taxpayer’s receipt 
of assets having a fair market value of $82,000,000 in excess of 
liabilities assumed, exclusive of good will. Because taxpayer had 


72‘*There is no evidence of the value of the Port Arthur bonds at the date of their 
acquisition by the plaintiff, who contends that the market value of its own securities 
at date of exchange is determinative thereof. Cf. Claude H. Birdsall, Executor, 2 B.T.A. 
1169 (1925). We are unable to agree with this contention. The Port Arthur bonds may 
have had value equal to the par value of the securities issued therefor and in that case, 
if the plaintiff’s theory is sound, its bonds would have been issued at par.’’ Kansas City 
Southern Ry. Co., supra note 41, at 964. 

73 ** Whether an exchange in the circumstances stipulated could be construed as an 
issue of bonds at a discount is an extremely doubtful question which, under the facts 
herein, need not be decided.’’ Ibid. 

74 33 F.Supp. 312 (D.Md. 1940), aff’d, 118 F.2d 95 (4th Cir. 1941). 
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issued only $75,000,000 maturity value of debt and had received 
in excess of $82,000,000 net value of assets, the District Court felt 
that no discount had been proved.” The fallacy in the Court’s rea- 
soning, of course, lay in its total disregard of the fact that tax- 
payer had given not simply $75,000,000 maturity value of deben- 
tures for these assets but $116,250,000 ‘‘public market value’’ of 
stock as well. Under well established legal doctrine,”* where stock 
and bonds are issued together for cash, the fair market value of 
the bonds is ascertained by subtracting that portion of the total 
cash received which is attributable to the stock from the total cash 
received. The District Judge denied the applicability of these cases 
to the present situation, where stock and bonds were issued not for 
cash but for property,” and noted that in any event: *® 


... It is at least doubtful whether bond discount can be amortized in any 
case where the bonds are issued for tangible property (at least prior to the 
final disposition of the property).... 


On taxpayer’s appeal, the Fourth Circuit Court affirmed the 
judgment below but relied on much different reasoning. First the 
Circuit Court ruled: ” 


... Wwe are not prepared to lay down any universal proposition that where 
bonds are issued for property, a reasonably estimated discount may never 
be taken as an amortization deduction. ... 


Nor did the Cireuit Court feel that a proportional distribution of 
the total discount suffered upon the issuance of stock and debt in a 
‘‘nackage’’ for a unitary consideration could be made between the 
stock and debt so issued only where the sole consideration received 
was cash,* as the Court below had stated.** 

In affirming the denial of any amortization deduction for debt 
discount to the taxpayer, the Cireuit Court * relied rather upon 
the debtor’s failure to prove its stock and securities upon their 
original issuance to the investment syndicate had a value in excess 


75 Dodge Bros., Ine. v. United States, supra note 29, at 322. 

76 See cases cited note 33 supra. 

77 Dodge Bros., Inc. v. United States, supra note 29, at 322. 

78 Id. at 323. 

79 Dodge Bros., Ine. v. United States, supra note 41, at 103. 

80 Ibid. 

81 See note 77 supra. The District Court’s error on this point has been perpetuated by 
another District Judge in Arkansas-Missouri Power Corp. v. Paschal, supra note 41, in 
an opinion making no reference to the Fourth Cireuit Court’s earlier full resolution of 
this matter in Dodge Bros., Inc. v. United States, supra note 41, at 103, and Hummel- 
Ross Fibre Corp. v. Comm’r, 79 F.2d 474, 477 (4th Cir. 1935). 

82 Dodge Bros., Inc. v. United States, supra note 41, at 104, 
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of $132,000,000. The somewhat later ‘‘public market value’’ of 
$190,500,000 achieved by those same stock and securities was not 
felt sufficient to overcome the presumption created by the syndi- 
cate’s $132,000,000 net cash purchase from the Michigan company 
of the assets exchanged by taxpayer for all of its stock and secu- 
rities on the same day. The Circuit Court, unconvinced by the evi- 
dence that taxpayer had in fact received less than the full maturity 
value of its debentures, denied any amortization deduction for dis- 
count.** 

The drastic nature * of the proof which a debtor must be pre- 
pared to meet to secure a deduction for debt discount where the 
debt in question has been issued for a non-cash consideration is 
thus made apparent by the three foregoing cases.* 

2. No discount despite inadequacy of the non-cash consideration. 
The issue whether debt could be deemed to have been issued at a 
discount when property other than cash was received therefor was 
finally presented for resolution in Southern Railway Co.** and de- 
cided in the Commissioner’s favor. There taxpayer, pursuant to a 
public offer, dated January 31, 1901, had issued $8,356,000 face 
amount of its collateral 4% gold bonds due September 1, 1938, in 
exchange for a like face amount of Mobile & Ohio Railroad Com- 
pany general mortgage 4% bonds due September 1, 1938, but pos- 
sessed of a then fair market value of only $7,938,200. Taxpayer’s 
claim for an appropriate amortization deduction for bond discount 
in the years 1920-1923 was disallowed on the ground that: * 


... The stipulated facts present an entirely different situation from the 
case in which a corporate taxpayer issues its bonds for cash at less than par 
value. In such a case, the corporation agrees upon the maturity date of the 
bonds to pay back a greater sum than that [sic] it borrowed; and the dif- 


88 See note 65 supra. Taxpayers seeking to establish an amortizable or otherwise de- 
ductible debt discount by reason of the issuance of debt other than for cash would do 
well to prove carefully that the fair market value of the debt at time of issuance was 
less than its maturity value, as well as the fact that the non-cash property received in 
exchange for such debt was possessed of a then fair market value less than such debt’s 
maturity value. To allow discount on debt issued for a non-cash consideration, the courts 
must be firmly convinced that value less than the maturity price of such debt was re- 
ceived upon its issuance. 

84 This burden can, however, be met even where debt is issued for a going business. 
Compare Kramon Development Co., supra note 45, at 350; Arkansas-Missouri Power 
Corp. v. Paschal, note 41 supra. 

85 See also Redford Lumber Co., supra note 61; Montana Power Co. v. United States, 
supra note 42. 

86 27 B.T.A. 673, 688 (1933) (Issue 4), aff’d on this issue, 74 F.2d 887, 894 (4th Cir. 
1935). 

87 Southern Railway Co., supra note 60, at 688. 
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ference being added compensation for the use of another’s money for a 
term, it has been recognized as an ordinary and necessary expense of the 
whole term and its amortization given deductibility. (See New York, Chi- 
cago & St. Louis R. R. Co., 23 B.T.A. 177.) In the instant case, the peti- 
tioner has agreed to pay on a date and in an amount certain for the acquired 
securities. It must have known at the time of the transaction that it was 
agreeing to pay more than the then value of the property; but the occasion 
for the agreement is not evident. Its promise to pay bore interest, and for 
all that appears the interest was ample compensation for the privilege of 
deferred payment. The promise to pay a greater sum than the value of the 
property does not establish ipso facto the presence of discount in the trans- 
action. The holders of the Mobile & Ohio’s General 4’s, having voting con- 
trol of the Mobile & Ohio, may have driven a hard bargain in the peti- 
tioner’s attempt to secure that control. In that situation the doctrine of 
nondeductibility of cost of property until its realization through sale or 
other disposition would deny the claimed deduction. We see nothing in the 
stipulated facts to indicate discount. Decision on the alternative issue must 
be for the respondent. 


The same view was taken by the Board of Tax Appeals in Sacra- 
mento Medico Dental Building Co.,** where taxpayer at a fore- 
closure sale acquired a building, fixtures, and underlying land in 
exchange for its new 15-year 5% bonds in the face amount of 
$348,581.65. Expert testimony was received by the Board that the 
fair market value of the building and fixtures at the date of their 
acquisition by taxpayer was $220,000 and the underlying realty 
a then value of $80,000, or $300,000 in all. Despite this factual evi- 
dence that taxpayer’s bonds having a maturity value of $348,581.65 
had been issued for property possessed of a then fair market value 
of only $300,000, the Board denied the existence of discount on the 
ground that such existence is not ipso facto demonstrated by proof 
of a promise to pay a greater sum than the value of the considera- 
tion received in exchange for such promise. 

Taxpayer-debtor’s tax basis for the land was held to be $92,955.11 
and $255,626.54 for the building and fixtures, or $348,581.65 in all, 
i.e., the maturity value of the debt issued for the assets. The Board, 
finding taxpayer-debtor’s tax basis for the assets acquired equalled 
the total debt contracted in their acquisition,® held no discount to 
have been proved. Debt discount’s existence, however, is not a 
function of the adjusted tax basis of assets acquired for debt but 
of the fair market value of such property as of the date of its 


88 47 B.T.A, 315 (1942). 

89‘‘The face amount of the bonds issued by petitioner for the property in question 
must be considered as the cost of the property, since it represented the sum which peti- 
tioner was obligated to pay therefor.’’ Sacramento Medico Dental Building Co., supra 


note 45, at 328. 
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acquisition.” This confusion of the Board between tax basis and 
fair market value runs through many of the decisions,* especially 
the earlier cases, and in large measure accounts for much of the 
disorder in which the case law today finds itself. 

In full accord with the foregoing two cases is the Tax Court’s 
decision in Sam H. Harris Theatrical Enterprises, Inc.®? In that 
case taxpayer in 1925 issued $1,000,000 face value of its 4% deben- 
ture bonds, payable at face in ten years, to the well-known theatri- 
cal producer, the late Sam H. Harris, in exchange for real estate, 
accounts receivable, corporate stock in other companies, and mis- 
cellaneous other properties, which were entered upon the debtor’s 
books at a value of $969,506.74. The Tax Court, although noting 
that some of the ‘‘evidence indicates that the fair market value 
of the various items of property’’ so acquired by taxpayer from 
Harris ‘‘was considerably less than the face value of the bonds,’’ 
nonetheless found ‘‘it unnecessary to fix the fair market value 
of such assets.’’ ** The actual fair market value of the assets so 
acquired by taxpayer for $1,000,000 face amount of its debenture 
bonds was deemed ‘‘immaterial,’’ since the $1,000,000 taxpayer 
bound itself to pay ten years later ‘‘measured the present cost of 
the assets to the petitioner in 1925.’’®* Thus the confusion of 
the earlier cases between cost basis and fair market value was 


continued.” 

3. Discount allowed. The Fourth Cireuit Court’s refusal in 
Dodge Brothers, Inc.,°° noted earlier, to hold as a matter of law 
that debt discount cannot arise where bonds are issued other than 
for cash, was followed by the Third Circuit Court’s affirmative 


90 American Smelting & Refining Co. v. United States, supra note 45; Montana Power 
Co. v. United States, supra note 42; Kansas City Southern Ry. Co., supra note 41, at 
964; Southern Fertilizer & Chemical Co. v. Edwards, Admr, supra note 41; Redford 
Lumber Co., note 61 supra. 

91 Cf. Southern Railway Co., supra note 60, and Sam H. Harris Theatrical Enter- 
prises, Inc., note 42 supra. A revealing analysis of the problem is to be found in Mon- 
tana Power Co. v. United States, note 42 supra. 

921 TCM 352 (1943), appeal (T) dismissed, 2d Cir. May 31, 1944. 

93 Sam H. Harris Theatrical Enterprises, Inc., supra note 42, at 353. 

94 Tbid. 

95 Cireuit Judges Kalodner and Staley perpetuate this confusion in Montana Power 
Company v. United States, supra note 41, at 548-549. It must be emphasized that these 
two Judges spoke for themselves alone on this point and not for the five other partici- 
pating Judges. Discount was disallowed here because of taxpayer’s inability to prove 
that the fair market value of the assets acquired for taxpayer’s debt was less than the 
maturity value of such debt. The same confusion is reflected in the opinion of Chief 
Judge Trimble of the United States District Court for the Eastern District of Arkansas 
in Arkansas-Missouri Power Corp. v. Paschal, supra note 41. 

96 See Dodge Bros., Inc. v. United States, supra note 41, at 103. 
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holding that debt discount can so arise. In the leading case on this 
subject, American Smelting & Refining Co. v. United States,” tax- 
payer, owning all the common stock of a subsidiary corporation, 
acquired such subsidiary’s outstanding $100 par value 5% and 6% 
preferred issues in a direct exchange for taxpayer’s new 30-year 
5% first mortgage bonds on an equal par-for-face-value basis or 
on such basis plus an additional cash payment by taxpayer.®* Dur- 
ing the exchange period the subsidiary’s preferred stock issues 
were listed on the New York Stock Exchange, the 6% varying 
from 100-1/4 to 82-1/2, and the 5% from 101-1/2 to 91-1/2. 

On this factual showing the District Court denied taxpayer an 
amortization deduction for debt discount on its 5% bonds as a loss 
because the value of the 5% and 6% preferred stock received by 
taxpayer in exchange for these bonds was not shown to have ‘‘a 
stability equal to that of cash.’’ * Loss deductions are allowable 
only where ‘‘closed transactions’’ marked by ‘‘identifiable events’’ 
have taken place. The value of the consideration received for tax- 
payer’s bonds being deemed to be more volatile than cash, the 
Court was not convinced that by the time these bonds were re- 
deemed the consideration received on their issuance might not 
then be equal to the bonds’ redemption price. In consequence, it 
was felt no loss might ultimately result from the transaction. 
Further, no deduction was deemed properly allowable as ‘‘quasi 
interest’’ °° because there was no proof that taxpayer’s bonds 
when issued were selling at distressed or otherwise discounted 
prices attributable solely to their inability to command general 
marketability at face value. 

On appeal, a divided Third Circuit Court reversed. The Govern- 
ment contended,’ and the Court below somewhat naively held,’ 


97130 F.2d 883 (3d Cir. 1942), reversing 39 F.Supp. 334 (D.N.J. 1941). 

98 During 1917 and 1918, the issuer’s offer was $100 face amount of its 30-year 5% 
debentures plus $7.50 in cash for one share of its subsidiary’s 6% $100 par value 
preferred stock, whereas ‘‘during 1921 and 1922, the exchange was on a par for par 
basis. The other shares were secured by the exchange of one share for one bond of 
the series described.’’ Ibid. 

99 American Smelting & Refining Co. v. United States, 39 F.Supp. 334, 337 (D.N.J. 
1941). It is almost with nostalgia that one can contemplate an earlier age when the 
purchasing power of cash could still be looked upon by intelligent men as ‘‘stable.’’ 

100 Tbid. 

101 ‘The government’s argument is to the effect that it is only when the bonds are 
issued for cash that it is possible to tell whether the loss which the amortization antici- 
pates will ever occur.’’ American Smelting & Refining Co. v. United States, supra note 
97, at 885. Z 

102 American Smelting & Refining Co. v. United States, supra note 99, at 336-337. 
See also comment in note 99 supra, concerning the alleged ‘‘stability’’ of the value of 


cash, 
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that debt discount cannot, as a matter of law, arise upon the issu- 
ance of bonds for property other than cash because, unlike cash, 
the value of all other property is subject to fluctuation, thus in- 
creasing or decreasing the amount of debt discount. This view was 
specifically overruled by the Circuit Court * since both the exist- 
ence and the amount of any bond discount is to be determined as 
of the date of the debt’s issuance whether the consideration re- 
ceived therefor be cash, other property, or both. Where property 
alone is received, the then fair market value of such property con- 
stitutes the consideration therefor, and if less than the redemption 
value of the bonds so issued in exchange, results in the existence 
of a tax deductible debt discount.*™ 

Circuit Judge Jones,’ in his dissent, was willing enough to 
assume the majority’s major premise that as a general proposi- 
tion bonds issued for stock of a lesser fair market value than such 
bonds’ redemption value are to be deemed issued at a discount.’ 
Here, however, Judge Jones felt taxpayer had acquired its sub- 
sidiary’s two issues of outstanding preferred stock in order to 
effect such subsidiary’s prompt liquidation. Thus, the Judge rea- 
soned, taxpayer may well have been willing to pay more for its 
subsidiary’s stock than were cash buyers in the market place be- 
cause the liquidating value of such stock was the real considera- 
tion in taxpayer’s eyes.?” : 

The majority °° deemed this possibility was sufficiently rebutted 
by the month-to-month sale records of the subsidiary’s two pre- 
ferred stock issues and the taxpayer’s 30-year bonds, which showed 
that the selling price of the bonds bore a close relationship to that 
of the stock. Furthermore, the prices at which taxpayer’s bonds 
sold for cash during one of the exchange years correlated closely 
with the discounted values at which the bonds were actually 
issued.’ This discount and selling price correlation was deemed 
highly probative of the fact that the bonds were issued at values 
expressed in cash rather than at values independently arrived at 


103 American Smelting & Refining Co. v. United States, supra note 97, at 886. 

104 Tbid. 

105 No longer now on the Court. 

106 American Smelting & Refining Co. v. United States, supra note 97, at 886. 

107 Compare Kimbell-Diamond Milling Co., 14 T.C. 74 (1950), aff’d per curiam, 187 
F.2d 718 (5th Cir. 1951), cert. denied, 342 U.S. 827 (1951). 

108 Consisting of Circuit Judges Biggs and Goodrich with the opinion of the Court 
being written by the latter. Both Judges are still on the court. 

109 American Smelting & Refining Co. v. United States, supra note 97, at 884 n.4. 
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because of any desire on taxpayer’s part to effect its subsidiary’s 
dissolution.’ 

The majority’s opinion in American Smelting & Refining Co., 
upholding the existence of discount, is believed to represent the 
proper analysis of the discount problem where debt is issued in 
exchange for property other than cash. In addition, the Court’s 
position appears to represent the present trend of the case law, 
which has resolved much of the earlier judicial confusion between 
basis and fair market value. 

Illustrative of this trend is Montana Power Co. v. United 
States,“ where American, having in 1931 acquired certain natural 
gas properties in the State of Montana, in the following year 
transferred them to Gas Company in exchange for all of the trans- 
feree’s stock. In 1936, Gas Company, still wholly-owned by Ameri- 
can, transferred these properties to taxpayer Montana, ‘‘also stock 
controlled by American.’’ 4” The sole consideration given by Mon- 
tana to Gas Company was $10,589,900 par value of the transferee’s 
30-year 5% debentures, such exchange, for reasons not apparent 
from the Court’s decision,"* being deemed to constitute a tax-free 
reorganization both by the parties to the litigation and by the Dis- 
trict and Third Circuit Courts.‘ In consequence, the parties stipu- 
lated that Gas Company’s 1936 adjusted basis for the assets trans- 
ferred, some $7,000,000, carried over and became the tax basis of 
the taxpayer Montana. 


110 Ibid. 

111121 F.Supp. 577 (D.N.J. 1954), aff’d, 232 F.2d 541 (3d Cir. 1956) (taxpayer’s 
application for certiorari denied Oct. 8, 1956, 25 U.S.L. WEEK 3101). 

112 Montana Power Co. v. United States, supra note 42, at 578. 

113 Simply from an examination of the Courts’ printed decisions, the necessary con- 
tinuity of proprietary interest required by the Supreme Court’s decision in the first 
Minnesota Tea case (Helvering v. Minnesota Tea Co., 296 U.S. 378, 385-386 (1935) ) 
and in Pinellas Ice & Cold Storage Co. v. Comm’r, 287 U.S. 462 (1933), would appear 
lacking, since the sole consideration given by Montana was its 5% 30-year debentures. 
Cf. Roebling v. Comm’r, 143 F.2d 810, 813-814 (3d Cir. 1944), cert. denied, 323 U.S. 
773 (1944). The exchange, of course, met all the sheerly literal statutory requirements 
laid down in section 112(g)(1)(C) and section 112(b) (4) of the 1939 Code, a condi- 
tion necessary but not in itself sufficient to render an exchange a tax-free reorganization. 

114 The District Court held that Montana’s acquisition of Gas Company’s natural gas 
properties in exchange for the transferee’s 30-year debentures ‘‘constituted a tax-free 
reorganization, as a consequence of which the parties agree that the ‘adjusted basis’ of 
said assets (the gas properties) in the hands of Montana immediately after said ex- 
change, was the same adjusted basis which said assets had in the hands of Gas Com- 
pany immediately prior to said exchange, to wit, some $7,000,000.’’ 121 F.Supp. at 578. 
The Third Circuit Court stated that, ‘‘The transaction was a tax-free reorganization 
under a plan submitted to and approved by the Federal Power Commission, ... .’’ 
Montana Power Co. v. United States, supra note 60, at 542. 
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Taxpayer took the position that its $10,589,900 face amount of 
debentures must be deemed for tax purposes to have been issued 
at a discount of $3,589,900, being the spread between the redemp- 
tion value of taxpayer’s debentures and the adjusted tax basis of 
the assets acquired therefor.” Montana did not attempt to show 
that the fair market value of the gas properties acquired in ex- 
change for its debentures was then less than the total redemption 
value thereof, all evidence in the record being strongly indicative 
of the fact that such properties’ fair market value was at least 
equal to the debentures’ redemption value.® Taxpayer urged 
rather that amortizable debt discount, at least in the case of tax- 
free exchanges entailing a carry-over to the transferee-debtor of 
the transferor’s adjusted tax basis, arises upon the showing of a 
spread between the debt’s face value and a lower adjusted tax 
basis for the assets acquired in exchange therefor.’ 

The District and Third Circuit Courts alike, unmoved by tax- 
payer’s plea to avoid an alleged ‘‘upsetting of the balance of the 
tax situation,’’ looked to the fair market value rather than the 
adjusted tax basis of assets acquired in exchange for debt."* The 
District Court deemed it to be ‘‘settled law’’ that amortizable debt 
discount ‘‘is the difference between the par value of the debentures 
and the fair market value of that which the issuer of the deben- 
tures receives in return therefor, whether this be cash or prop- 
erty.’’° The burden of proving this fair market value of the 
property received is, of course, upon the issuer of debt for such 
property, a burden the debtor here clearly did not sustain. In con- 
sequence, the existence of any discount was held’*”® to remain 
unproved. 

The Third Circuit Court, all seven judges sitting en banc, after 


115 Montana Power Co. v. United States, supra note 42, at 579. And as noted by the 
Cireuit Court: ‘‘Here the taxpayer failed to introduce at the trial any evidence of the 
fair market value of the property received in exchange for the debentures which it 
issued and it further failed to do so within the thirty-day grace period granted by the 
District Court.’’ Montana Power Co. v. United States, supra note 60, at 543-544, 

116 Montana Power Co. v. United States, supra note 42, at 580. 

117 Ibid. See also Montana Power Co. v. United States, supra note 60, at 544. 

118 The real thrust of taxpayer’s argument seems to be that since it is required as a 
result of a tax-free exchange to use a carried-over basis of $3,589,900 less than the ma- 
turity value of the debentures given to acquire such property, it will be unable to recoup 
the full $10,589,900 purchase price from either depreciation allowance or from cost de- 
pletion and must therefore be entitled to make up the difference through amortization of 
debt discount. The revenue laws, of course, have never contained the taxpayer’s implied 
major premise. 

119 Montana Power Co. v. United States, supra note 42, at 579. 

120 Td. at 580. 
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18 months’ deliberation, voted to affirm. Six of the seven ™ sitting 
judges affirmed because of the taxpayer’s inability to prove that 
the fair market value of the assets received was less than the 
maturity value of the debentures issued in exchange therefor. 
Three *” of the judges, however, felt that the close corporate rela- 
tionship existing between the parties would in any event have 
served to disallow the claimed deduction. Two of the same three 1° 
also felt that debt issued for a non-cash consideration could not, 
as a matter of law, be looked upon as having been issued at a 
discount unless as a result of a ‘‘funding operation.’’ *** Although | 
these minority views clearly constitute mere dicta,’ the current | 
exchange of railroad preferred stocks for new junior debt none- 
theless falls within their ambit as a ‘‘funding operation,’’ rather 
than as a purchase and sale of property taking place between par- 
ties dealing at arm’s length. 

In general, it now appears that the courts,’ in contrast to cer- 
tain individual judges,’** no longer seem troubled with whether, as 
a matter of law, the existence of debt discount can be shown where 
bonds or other debt are issued other than for cash. The existence 
of discount has been upheld where debentures plus cash, new pre- 
ferred stock, and scrip were issued in exchange for the issuer’s 
own outstanding preferred stock and all undeclared dividends 
accrued thereon; '** where 20-year 5% registered debentures plus 
cash were exchanged for the issuer’s own outstanding preferred 
stock plus all undeclared dividends accrued thereon; **® where 15- 


121 Chief Judge Biggs alone dissented. 

122 Circuit Judges Kalodner, Staley, and Hastie. 

123 Circuit Judges Kalodner and Staley. 

124 Montana Power Co. v. United States, supra note 60, at 548. 

125 In view of the lengthy and vigorous exposition by Judge Kalodner of views which 
are those only of himself and one other Judge, it is necessary frequently to recall that 
the opinion of the Court turns solely on the failure-of-proof issue. Cf. Arkansas-Missouri 
Power Corp. v. Paschal, supra note 41. 

126 Dodge Brothers, Inc. v. United States, 118 F.2d 95 (4th Cir. 1941), disapproving 
a contrary view on this issue, 33 F.Supp. 312 (D.Md. 1940); American Smelting & 
Refining Co. v. United States, supra note 97; Montana Power Co. v. United States, supra 
note 42; Southern Fertilizer & Chemical Co. v. Edwards, Admr, supra note 41; Indus- 
trial Development Corp. v. United States, supra note 45. Cf. O.D. 959, 4 Cum. BuLL. 129 
(1921), and Proposed Reg. Sec. 1.1232-3(b) (1) (1956), as to the administrative view. 

127 See note 123 supra. Even Chief Judge Biggs agrees that debt discount can arise 
even when issued for a non-cash consideration. Montana Power Co. v. United States, 
supra note 60, at 550. But compare the doubts of Chief Judge Trimble in Arkansas- 
Missouri Power Corp. v. Paschal, supra note 41. 

128 Southern Fertilizer & Chemical Co. v. Edwards, Admr, supra note 41. 

129 Fashion Park, Inc., 21 T.C. 600 (1954), appeal (C) dismissed, 2d Cir. See also 
Industrial Development Corp. v. United States, supra note 45. 














138 TAX LAW REVIEW [Vol. 12: 


year maturity income bonds were issue. in exchange for New 
York City real estate in fee, a long-term lease of adjoining realty, 
an hotel building, and the furnishings thereof ; '*° and where bonds 
are issued for bonds of another entity.*** It seems equally well 
established that the fair market value *** of the assets received in 
exchange for an issuer’s debt obligations is the controlling factor 
in determining whether debt discount, rather than the adjusted 
tax basis of such assets in the issuer’s hands, exists. 

4, Debt for debt of the same obligor. There remains an interest- 
ing and complex problem whether bonds or other debt can be said 
to have been issued at a discount where the consideration received 
therefor consists of existing debt of the same obligor. It is quite 
clear that any unamortized debt discount and issuance expenses 
remaining, yet unrecovered at the date of the exchange, carry over 
and are amortizable over the anticipated life of the new debt.’ A 
different problem—whether such new debt itself can be deemed to 
have been issued at a discount of its own when exchanged for out- 
standing obligations of the same issuer possessing a fair market 
value at the date *** of such exchange of less than the maturity 
value of the new, superseding debt—is presented however. 

Basically, the problem is whether discount can arise where a 
debtor exchanges $100,000 maturity value of new debt for $100,000 
maturity value of its outstanding debt at a time when both the old 
and new debt have a fair market value of less than $100,000. In a 
recent decision ** the Court of Claims held that no discount can 
thus arise since $100,000 was owed before the exchange and a like 
sum was owed immediately after the exchange. Because this is a 
case allegedly *** of first impression on an interesting point of law, 
an examination of its facts seems warranted. 

In Pennsylvania Electric Co. v. United States" the taxpayer 


180 Kramon Development Co., supra note 45, 

181 O.D. 959, 4 Cum. Buuu. 129 (1921). 

182 See notes 62, 64, 68, and 126 supra. 

1338 T.D, 4603(¢), XIV-2 Cum. BuLL. 58 (1935); Great Western Power Co. v. Comm’r, 
297 U.S. 543, 546-547 (1936); South Carolina Continental Telephone Co., 10 T.C. 164, 
169 (1948); Virginia Electric & Power Co. v. Early, 52 F.Supp. 835 (E.D. Va. 1943). 

134 In McKinney Manufacturing Co., 10 T.C. 135 (1948), the issuer failed to prove 
that the debt it retired (past due interest) had a fair market value of less than the 
maturity value of the same debtor’s obligation (non-interest-bearing scrip maturing 15 
years later) issued in exchange. The existence of discount was, of course, held not proved. 

135 Pennsylvania Electric Co. v. United States, supra note 63. 

136 Compare, however, Little War Creek Coal Co. v. United States, 25 F.Supp 764, 
770-771 (S.D.W.Va. 1938), aff’d on this issue, 104 F.2d 483, 484 (4th Cir. 1939), reach- 
ing the same conclusion on comparable facts. 

137 135 F.2d 416 (Ct.Cl. 1955). 
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had issued $12,000,000 face amount of its new Series H bonds in 
exchange for a like face amount of its outstanding Series E and G 
bonds originally issued at a five per cent discount. At the time of 
this exchange, the debtor’s H bonds were possessed of a fair mar- 
ket value not in excess of $78 per $100 of face value, and the Court 
of Claims found as a fact ‘‘that the market for the E and G bonds 
was similarly depressed.’’ Thus the taxpayer-debtor had issued 
$12,000,000 face value of its new H bonds for a like face value of 
its outstanding E and G bonds having a then fair market value of 
only $9,360,000. The taxpayer’s claim that the new H bonds had 
been issued at a discount was denied by the Court because the 
debtor 

owed the face value of the E and G bonds, before the exchange, and owed 
the face value of the H bonds, after the exchange. Unless it could find the 
cash to buy them up in open market while that market was still depressed, 


the face value was the amount which it would have to pay when the bonds 
came due. We think the H bonds were not issued at a discount.1*8 


The Court of Claims’ exclusive concentration upon the mere 
equivalence in face or maturity value between the old E and G@ 
bonds and the new superseding H bonds ignores both the five per 
cent original discount at which the old bonds had been issued and 
the $9,360,000 fair market value of the old and new debts at the 
time of their exchange. As will be seen from the authorities 7 
considered hereafter, even a solvent debtor does not automatically 
realize income on the retirement of outstanding debt for cash **° in 
a lesser amount than such debt’s maturity value. Rather, such a 
debtor is chargeable with income only in the degree to which the 
total cost of retiring its debt for cash is exceeded by the total of 
the fair market value of the consideration originally received upon 
such debt’s creation plus any discount thereon amortized to the 
date of its retirement.’* The Court therefore might justifiably 
have held that the taxpayer’s new H bonds had been issued at a 
discount of five per cent, or $600,000, the discount at which its 
superseded E and G bonds had been issued, less the discount amor- 
tized to the date of such E and G bonds’ retirement.** 


188 Pennsylvania Electric Co. v. United States, supra note 63, at 419. 

139 See notes to VI infra. 

140 Cash is used here in the sense of any property other than stock or securities of the 
debtor or of a party to a tax-free exchange. 

141 See VI infra. 

142 Whether this $600,000 original issue discount should be reduced by the amount of 
discount allowable on the E and G bonds from their issuance date to the time of their 
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Where the maturity value as well as the fair market value of an 
issuer’s old debt at the date of its surrender in exchange for new 
debt of the same obligor is less than the maturity value of the new 
debt given in exchange, the new debt has been held to have been 
issued at a discount. In Natural Gas Pipeline Co. of America, 
a solvent debtor-taxpayer issued 1,499,000 shares of its no par 
capital stock in exchange for the cancellation of $2,900,000 of the 
debtor’s outstanding 8% two-year notes with accrued interest. 
In addition, the debtor issued $60,000,000 face value of its new 
15-year 6% first mortgage bonds in exchange for the cancellation 
of the issuer’s remaining 8% two-year notes with interest accrued 
thereon, together totalling $56,221,787.72. The debtor’s two-year 
notes, originally issued at full face and maturity value for cash, 
or for interest due and owing, were treated by the Board as having 
a fair market value equal to face at the time of their exchange for 
stock and new bonds of the issuer. An amortizable bond discount 
of $3,778,212.28 was accordingly found to exist.** 

In light of the foregoing, it appears that no court has yet upheld 
the existence of debt discount where bonds of a debtor are ex- 
changed for existing obligations of the same issuer of the same 
maturity value. Indeed, the Court of Claims *® and the Fourth 
Circuit Court 7 have both affirmatively held that new debt given 
to retire old debt of the same obligor has not been issued at a dis- 
count if the principal amounts of the two debt issues are the same. 


exchange for H bonds would appear to turn upon the proper tax classification of dis- 
count. The categories in which the authorities have classified discount include ‘‘ interest,’’ 
‘*loss,’? and ‘‘ordinary and necessary business expense,’’ while ‘‘depreciation’’ and 
‘*non-business expense’’ constitute justifiable alternatives. Under any of these five pos- 
sible alternatives it would appear that taxpayer’s failure to claim the allowance would 
not constitute a sufficient reason to maintain the original discount intact. Query as to 
the result where the discount was not allowable under T.D. 6140, Reg. Sec. 1.1502—41 (a) 
(1955), because debtor and creditor joined in a consolidated return. 

148 45 B.T.A. 939 (1941). Cf. also New Orleans, Texas & Mexico R. R. Co., 6 B.T.A. 
436, 440-441 (1927), involving the issuance of $2,000,000 face amount of bonds plus 
$986,000 par value capital stock to a syndicate that had built the issuer’s railroad at a 
cash outlay of $1,891,086.47, where amorization of bond discount was disallowed because 
debtor and creditor joined in a consolidated return but not, seemingly, because discount 
did not exist. 

144 Natural Gas Pipeline Co. of America, supra note 143, at 945. 

145 The Board was convinced that the fair market value of taxpayer’s new 15-year 
bonds at the date of their issuance was considerably less than the face value of the tax- 
payer’s debts received in exchange. Natural Gas Pipeline Co. of America, supra note 
143, at 947. 

146 See note 135 supra. 

147 See note 136 supra. 
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VI. Tax ConsEQUENCES TO THE DeBror ATTENDANT UPON THE 
RETIREMENT OF DEBT ORIGINALLY IssuEpD at a Discount 


A. Tue GeneraL RvuLE 


Where debt, originally issued at a discount, is retired for cash,'* 
it becomes necessary to ascertain whether such debtor has realized 
income or has become entitled to a deduction. The rule is by now 
well established that to the degree the debtor’s cost of effecting 
such debt’s retirement **® exceeds the total of the consideration 
received upon such debt’s original issuance plus the amortization 
to date of retirement of any debt discount and issuance expenses 
entailed thereon, an ordinary deduction is allowable.%° And simi- 
larly, to the degree a solvent **’ debtor is enabled to retire out- 
standing debt for cash as defined above at a cost less than the fair 
market value of the consideration received on the debt’s creation 
plus the amortization of any discount and issuance expenses en- 
tailed thereon to the date of such debt’s discharge,” the receipt 
of ordinary income is generally ** recognized to the debtor.’ 
Whether income is realized or a deduction rendered available upon 
the discharge of indebtedness, the value of the consideration re- 
ceived on such debt’s issuance, not the face or maturity value of 
the debt, has thus been made the controlling factor.*” 


148 See note 140 supra. 

149 Such cost includes not only the value given to the holder of the issuer’s debt but 
all expenses attendant upon securing such retirement, including legal fees, advertising 
costs, trustees’ commissions, fiscal agent’s charges, and similar expenses. Central States 
Electric Corp., P-H B.T.A. Mem. DEc. J 33,696, aff’d per curiam, 76 F.2d 1011 (2d Cir. 
1935) ; Helvering v. California Oregon Power Co., supra note 26; Baltimore & Ohio R. R. 
Co., P-H B.T.A. Mem. Dec. J 34,196, aff’d, 78 F.2d 456 (4th Cir. 1935). 

150 T.D. 4603, XIV-2 Cum. Buu. 58 (1935); Reg. 118, Sec. 39.22(a)-17(c) ; Madi- 
son Ave. Office, Inc. v. Anderson, 16 F.Supp. 548 (S.D.N.Y. 1936); National Tile Co., 
30 B.T.A. 32, 34 (1934); Congress Square Hotel Co., 4 T.C. 775, 781-2 (1945). See gen- 
erally, Molloy, supra note 25. 

151 An insolvent debtor does not realize income on retirement of outstanding debt if 
still insolvent after such retirement. Cf. Comm’r v. Jacobson, 336 U.S. 28 (1949) ; Lake- 
land Grocery Co., 36 B.T.A. 289 (1937). 

152 Amortization of discount for the entire year of retirement is disallowed where the 
recognition of gross income on the discharge of debt is avoided by reason of I.R.C. 
§ 108(a) or (b) (1954). 

153 This qualification is necessary since there are still some exceptions to the general 
tule, as, for example, contributions to capital, gift, insolvency of debtor before and after 
the particular debt’s retirement, and reductions of purchase price. The recognition of 
gain may also be avoided under I.R.C. § 108(a) or (b) (1954). 

154 Reg. 118, Sec. 39.22(a)-17(c). 

155 See notes 62 and 126 supra. 
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Where outstanding debt is not retired for cash** but is ex- 
changed for the debtor’s stock, a recapitalization *” of the debtor 
is effected so that neither gain nor loss is recognized ** to the 
debtor corporation or to its exchanging security holders. Even if 
debt discount is not classifiable for tax purposes as a ‘‘loss,’’ 
but as ‘‘interest’’ or ‘‘expense,’’ no deduction is allowable for 
unamortized debt discount upon such an exchange of the debtor’s 
stock for outstanding debt.’ 


B. Wuere No Property Was ReEcEIveD In ExcHaNnGE 


Perhaps the most unusual situation in which the tax conse- 
quences of retiring debt for less than its maturity value can be 
tested is the case where such debt was originally issued for no 
property of any kind, that is, does an obligor retiring debt issued 
as a dividend in kind realize income where the cost of such retire- 
ment is less than such debt’s maturity value? 

This problem was presented in the early leading case of Com- 
missioner v. Rail Joint Co.,* where the debtor in 1914 wrote up 
the book value of its assets by $3,000,000, said amount being added 
to surplus. Thereafter, the debtor distributed part of this surplus 
to its stockholders in the form of a dividend in kind payable only 
in the form of $2,000,000 maturity value of the taxpayer’s new 
30-year 5% serial gold bonds. In 1926 and 1927, the debtor retired 
$888,000 face amount of these bonds for $837,362.52 in cash or for 
$50,637.48 less than such bonds’ face value. 

Both the Board of Tax Appeals and the Second Circuit Court 
held that the debtor realized no income by reason of this retire- 
ment of debt. The Board, it is true, then felt that no such retire- 
ment could be productive of income * but, wholly apart from this 
view, held that the debtor on the facts realized no gain because the 
taxpayer had received nothing on the bonds’ original issuance." 


156 See note 140 supra. 

157 I.R.C. § 368(a) (1) (E) (1954). 

158 T.R.C. § 354(a) (1) (1954). 

159 See note 142 supra. 

160 T.D, 4603(d), XIV-2 Cum. Buu. 58, 59 (1935); Chicago, Rock Island & Pacific 
Ry. Co., super note 26, at 1036; 375 Park Ave. Corp., 23 B.T.A. 969, 973 (1931) ; Pierce 
Oil Corp., supra note 20, at 421; Liquid Carbonic Corp., 34 B.T.A. 1191, 1196-1197 
(1936). 

16161 F.2d 751 (2d Cir. 1932), affirming 22 B.T.A. 1277 (1931). Cf. also Ann Arbor 
Railroad Co., 29 B.T.A. 331, 351 (1933) (Issue IV), rev’d on other issues, 97 F.2d 343 
(6th Cir, 1938). 

162 The Board of Tax Appeals was then following its earlier decision in Kirby Lumber 
Co., 19 B.T.A. 1046 (1930), then on appeal. 

168 Rail Joint Co., 22 B.T.A. 1277, 1279 (1931). 
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The Circuit Court affirmed ** even in the light of the Supreme 
Court’s then recent decision in Kirby Lumber Co.}” because the 
debtor had received no increment to its assets by reason of the issu- 
ance of the bonds in question. As the Commissioner urged, mere re- 
duction in the debtor’s liabilities without a corresponding increase 
in assets does not automatically result in the realization of taxable 
income. 

Application of the Rail Joint case doctrine to an individual 
debtor is to be found in the excellent recent decision of the Sixth 
Cireuit Court in Bradford v. Commissioner.’* There taxpayer, in 
1938, to relieve her husband from financial embarrassment and pos- 
sible loss of his New York Stock Exchange seat and attendant 
income, but otherwise ‘‘without receiving any consideration in 
return,’’ *® gave her own note to a bank in lieu of his note cover- 
ing a prior loan made to him. In 1946 the solvent * taxpayer re- 
acquired her $100,000 face amount note from the bank for $50,000. 
The Commissioner and the Tax Court?” charged taxpayer with 
the receipt of $50,000 of ordinary income in 1946 by reason of the 
discharge of her $100,000 debt for $50,000, since the bank got the 
best price available and it was ‘‘highly unlikely that a bank would 
intend to make a gift to one of its borrowers.’’ *™ 

The Sixth Cireuit Court affirmed the Tax Court’s holding on the 
gift issue but nevertheless reversed. Taxpayer was deemed to have 
suffered a loss, not realized a gain, on the over-all *” transaction 
because her 1938 promise to pay her husband’s prior debt did not 
increase her own net worth. 


164 Comm’r v. Rail Joint Co., supra note 161. 

165 United States v. Kirby Lumber Co., 284 U.S. 1 (1931). 

166 Supra note 161, at 752. 

167 233 F.2d 935 (6th Cir. 1956), reversing on this issue 22 T.C. 1057 (1954). The 
Circuit Court held that ‘‘Stripped of superficial distinctions, the Rail Joint Co. case is 
identical in principle with the present case.’’ Id. at 939. 

168 Eleanor A. Bradford, 22 T.C. 1057, 1066 (1954). The term ‘‘consideration’’ is 
here obviously used in a far narrower sense than its normal legal connotation of that 
which is bargained for and given in exchange. 

169 ‘*The petitioner was solvent both before and after the note was discharged.’’ 
Bradford v. Comm’r, supra note 167, at 936. 

170In an unreviewed opinion by Judge Bruce, decided on authority of Comm’r v. 
Jacobson, supra note 151. 

171 Supra note 168, at 1074. 

172 In reaching its decision the appellate court took comfort in the Supreme Court’s 
admittedly shopworn decision in Bowers v. Kerbaugh-Empire Co., 271 U.S. 170 (1926), 
feeling nonetheless that ‘‘it remains an authority for the proposition that in deciding 
the income tax effect of cancellation of indebtedness for less than its face amount, a 
court need not in every case be oblivious to the net effect of the entire transaction.’’ 
Bradford v. Comm’r, supra note 167, at 939. 
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C. Wuere THE Property Received ror Dest Hap a Fam Marxket 
VatveE Less Tuan Sucu Dest’s Marurity VALuE 


1. Administrative rules. The Treasury Regulations have long 
recognized that the fair market value of the consideration received 
on the issuance of bonds rather than the face amount of the debt 
is to be looked to in ascertaining whether income or deduction 
results to the obligor from such debt’s retirement. The Regula- 
tions provide ‘* that where corporate bonds have been issued at a 
discount and are subsequently purchased by the debtor 


at a price in excess of the issuing price plus any amount of discount already 
deducted, the excess of the purchase price over the issuing price plus any 
amount of discount already deducted (or over the face value minus any 
amount of discount not yet deducted) is a deductible expense for the tax- 
able year.... 


On the other hand, where any such bonds are purchased by the 
debtor ** 

at a price less than the issuing price plus any amount of discount already 
deducted, the excess of the issuing price, plus any amount of discount al- 


ready deducted (or of the face value minus any amount of discount not yet 
deducted), over the purchase price is gain or income for the taxable year. 


These Regulations, although clear enough on the basic issues, 
create a number of secondary and quite unnecessary problems. 
First, why do they purport to-apply to corporate bonds alone in- 
stead of to all debt owed by all debtors? Secondly, why do they 
purport to classify the deduction as an ‘‘expense’’ instead of as 
‘‘interest’’? or as a ‘‘loss’’*"*° as many of the cases do? Third, 
why do they purport to classify a net betterment of position as 
resulting in the ambiguous alternative of ‘‘gain or income,’’ when 
the decided cases ** make it quite clear that only the term ‘‘ordi- 
nary income’’ would be truly descriptive? Finally, why do these 
Regulations seemingly equate maturity value with face value, as 
the two are by no means necessarily the same? **8 


173 Reg. 118, Sec. 39.22(a)-17(c), implementing the 1939 Code. Regulations under 
the 1954 Code have not as yet been promulgated on this point. 

174 [bid. 

175 Longview Hilton Hotel Co., supra note 26. 

176 Helvering v. Union Public Service Co., 75 F.2d 723, 724 (8th Cir. 1935); San 
Joaquin Light & Power Corp. v. McLaughlin, 65 F.2d 677, 679 (9th Cir. 1933), over- 
ruled on another issue, Great Western Power Co. v. Comm’r, 297 U.S. 543, 544 (1936). 

177 United States v. Kirby Lumber Co., supra note 165; Helvering v. American Chicle 
Co., 291 U.S. 426 (1934); Comm’r v. Jacobson, supra note 151. 

178 Pierce Oil Corp., supra note 20, at 420. 
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2. The decided cases. The pertinent case law also makes it clear 
that issue price plus amortized discount in relation to the cost of 
debt retirement is the factor which measures the realization of 
income or the securing of a deduction by a debtor upon the retire- 
ment of its debt. Although some of the cases loosely treat issue 
price and face value as synonymous,’” this seems to have been the 
case only where the debt in question was not factually shown to 
have been issued at a discount. Where a discount in fact was 
proved, the cases **° have clearly distinguished between issue price 
and maturity value and have held that the former rather than the 
latter must be looked to in ascertaining whether income or deduc- 
tion resulted from such debt’s retirement.*** 

The application of the foregoing general rules to a specific fac- 
tual situation is well illustrated by the Tax Court decision in 
Kramon Development Co.'** There the taxpayer in 1937 had issued 
its new 15-year first mortgage and leasehold bonds in the face 
amount of $726,000 in exchange for New York City real estate in 
fee, a long-term leasehold on adjoining realty, plus an hotel build- 
ing complete with furnishings located thereon, all possessed of a 
then fair market value *** of ‘‘not more than $625,000.’’ *** Subse- 


179 Cf. United States v. Kirby Lumber Co., supra note 165, and Helvering v. Ameri- 
ean Chicle Co., note 177 supra. 

180 See particularly Comm’r vy. Rail Joint Co., supra note 161; Corporacion de Ventas 
de Salitre y Yoda de Chile v. Comm’r, 130 F.2d 141, 143 (2d Cir. 1942); Bradford v. 
Comm’r, note 167 supra; Kramon Development Co., supra note 45; Fashion Park, Inc., 
supra note 129. 

181 An early leading case was that of Norfolk Southern Railroad Co., 25 B.T.A. 925, 
928 (1932), which held that ‘‘The amount of income realized by petitioner in 1924 
is $50,009.07, the difference between the amount received upon issuance of the bonds, 
plus the amortized discount allowed as a deduction from its gross income, and the 
amount paid for those bonds in the taxable year.’’ Following the Supreme Court’s 
decision in United States v. Kirby Lumber Co., supra note 165, even the Commissioner 
conceded that ‘‘the amount of the profit or income is the amount received for the bonds 
when issued, plus the amount of amortized discount (previously deducted from the tax- 
payer’s income) on the one bond issued after March 1, 1913, less the cost of acquisition 
in 1920.’? Comm’r v. Norfolk Southern R. R. Co., 63 F.2d 304 (4th Cir. 1933), cert. de- 
nied, 290 U.S. 672 (1933), reversing per stipulation on this issue, 22 B.T.A. 302 (1931). 

182 3 T.C. 342 (1944). 

183 Where bonds are issued for property, the normal assumption is that full value was 
received therefor. Helvering v. American Chicle Co., supra note 177. See also Proposed 
Reg. Sec. 1.1232-3(b)(1) (1956), relative to debt issued for property providing that, 
‘‘Tf the obligation is issued in an arm’s-length transaction and bears a fair rate of 
interest, the face amount of the obligation will be presumed to represent the fair market 
value of the property, unless it appears that the parties to the transaction intended 
otherwise.’’ The admittedly difficult burden of proving the fair market value of prop- 
erties not regularly dealt in was successfully surmounted by the taxpayer in Kramon 
Development Co., supra note 45, at 350, where the Tax Court held ‘‘That the property 
was worth substantially less than the face amount of petitioner’s obligations seems to 
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quent purchases by taxpayer of its bonds for less than their then 
face value were held not to yield income to the debtor for two rea- 
sons: first, taxpayer was insolvent both before and after these 
bond purchases; and second, the bonds had been issued at a dis- 
count and so their face value offered no guide to the realization 
of gain on their retirement by the debtor for less than their face 
value.’* 

In the recent case of Fashion Park, Inc.,%* the Tax Court had 
occasion once again strongly to reaffirm its earlier holdings that in 
determining whether a debtor realizes income upon the retirement 
of its debt obligations originally issued for less than their maturity 
value, the fair market value of the consideration received for such 
debt, not its maturity value, must control. In fixing the considera- 
tion’s fair market value, however, the Tax Court appears to have 
made an unfortunate partial return to the old discredited view 
that such consideration’s adjusted tax basis is in some fashion 
controlling. In view of the importance of the issue and the recent 
date of the case, an examination of its facts is warranted. 

The taxpayer, Fashion Park, Inc., during its fiscal years ending 
November 30, 1947 and 1948, purchased from two affiliated cor- 
porations at their respective open market costs a total of $294,300 
face value of taxpayer’s own 20-year 15% registered debentures 
for $278,545.05, or $15,754.95 less than the face value thereof. Tax- 
payer had originally been incorporated to acquire all the assets 
and assume all the liabilities of The Allendale Corporation in ex- 
change for all of taxpayer’s preferred and common stock. Pur- 
suant to this intention, taxpayer’s capital structure was made iden- 
tical with that of Allendale so that its stock could be distributed 


us an inescapable conclusion. On any theory of valuation, whether derived from the 
opinions of qualified witnesses, from the assessed valuation, from a capitalization of 
the prospective and actual earnings of the property, from a consideration of the con- 
dition of the general real estate market, or by reference to the market value of the 
bonds secured by the property, the result is similar.’’ Cf. also Arkansas-Missouri Power 
Corp. v. Paschal, supra note 41, where taxpayer was able to prove the fair market value of 
the assets of an insolvent public utility company undergoing section 77B reorganization. 

184 Kramon Development Co., supra note 45, at 347. 

185 United States v. Kirby Lumber Co., supra note 165, was held to be no guide where 
the bonds being retired had originally been issued for less than face value and that ‘‘the 
difference between purchase price and face value is significant only where there is no 
discount upon issuance. See Terminal Investment Co., 2 T.C. 1004, 1013 (1943). ‘*‘We 
have consistently taken this view and emphasized the issue price rather than par value 
in computing gain from the discharge of obligations.’’ Kramon Development Co., supra 
note 45, at 349. See also Transylvania Railroad Co., 36 B.T.A. 333, 337 (1937), reversed 
on other points, 99F.2d 69 (4th Cir. 1938); Corporacion de Ventas de Salitre y Yoda 
de Chile v. Comm’r, supra note 180, at 142; Bradford v. Comm’r, supra note 167. 

186 21 T.C. 600 (1954), appeal (C) dismissed, 2d Cir. 
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by Allendale in liquidation to its stockholders in identical amounts, 
share for share. As a result, taxpayer, immediately after its aequi- 
sition of Allendale’s assets, had outstanding 32,957 shares of $5 
stated value preferred stock with a liquidation value of $50, carry- 
ing cumulative dividends of $3.50 per share, and in all other re- 
spects having provisions similar to the Allendale preferred stock 
which had originally been issued for $5 per share. 

As of April 1, 1943, taxpayer’s preferred stock had $17.50 per 
share of accrued dividends which taxpayer was not in a fiscal posi- 
tion to discharge in cash. Consequently, a tax-free reorganiza- 
tion *** of the taxpayer was effected, whereunder the stated value 
of the preferred stock was first increased from $5 per share to $50 
per share by transferring the necessary sum of $1,483,065 to ‘‘Cap- 
ital Account’’ from ‘‘Capital Surplus,’’ the latter item having first 
been entered upon taxpayer’s books by writing up unrealized 
appreciation in value of plant and facilities *** in accordance with 
an appropriate engineering report. Thereafter, each share of tax- 
payer’s preferred stock plus all unpaid dividends accrued thereon 
was exchanged for one $50 face value 20-year 5% registered de- 
benture of taxpayer plus not less than $10 in cash. 

To ascertain whether the debtor realized income in its fiscal years 
1947 and 1948 upon the purchase and retirement of these deben- 
tures for $15,754.95 less than their maturity value, the Tax Court 
held first, in full accordance with its own well established earlier 
views,’*® that the consideration received on these debentures’ issu- 
ance must be looked to, not their maturity value. Had the approach 
of the earlier cases been logically applied, the Tax Court would 
then have directed its attention to comparing the fair market values 
of taxpayer’s preferred stock at the respective exchange dates 
with the total cash plus $50 face value debenture given in exchange 
for each such share of preferred stock. No such approach was fol- 
lowed, however. Instead, Judge Bruce, speaking for the Tax Court 
in a decision reviewed by the Court from which none dissented, held 
that the initial cash of $5 per share paid in for Allendale’s old 
preferred stock alone must be looked to, since all the steps result- 


187 Section 112(g)(1)(E) of the 1939 Code qualified corporate recapitalizations as 
one of the six possible types of reorganizations which might qualify as tax-free. Section 
368(a)(1)(E) of the 1954 Code is identical. The actual exchange, of course, was ren- 
dered tax-free by section 112(b) (3) of the 1939 Code. Cf. I.R.C. § 354 (1954) particularly 
LR.C. § 354(a) (2) (B). 

188 Compare the parallel with Rail Joint Co., supra note 163. 

189 See Kramon Development Co., supra note 45, at 349, and cases there cited. See 
also note 185 supra. 
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ing in the replacement of this original preferred stock by tax- 
payer’s debenture were tax-free.’ Thus the Court appears once 
again to have been misled by its earlier confusion of basis with 
fair market value. 


VII. Conciusion 


Corporations which replace preferred stock by junior debt real- 
ize handsome tax savings through the substitution of deductible in- 
terest for non-deductible dividends. The nation’s major railroads 
are aggressively pursuing these savings. For example, in 1955 one 
railroad, Erie, effected the voluntary exchange of $27,776,200 par 
value of outstanding Series A 5% preferred stock, $100 par value, 
for an equal principal amount of new 5% income debentures. The 
exchange retired 69 per cent of the railroad’s preferred stock and 
decreased its preferred dividend requirements by $1,388,810 as 
compared with 1954. Although interest requirements on the new 
debentures, of course, equal $1,388,810, the net annual tax savings 
at current corporate rates approximate $777,000, or 32 cents per 
share on the common.” 

Where the fair market value of the preferred stock is less than 
the maturity value of the debt given in exchange, additional tax 
benefits, over and above those resulting from the substitution of 
deductible interest for non-deductible dividends, appear available 
under current law. These additional benefits arise from the fact 
that upon the direct exchange of a $100 maturity value debenture, 
possessed of a then fair market value of $68, for a $100 par value 
share of the issuing debtor’s outstanding preferred stock, likewise 
possessed of a demonstrable then value of only $68, a debt dis- 
count of $32 is deemed to arise. Such discount is amortizable by an 
accrual basis debtor for federal income tax purposes ratably over 
the stated term of such debt. 


190 Fashion Park, Inc., supra note 129, at 603. In those cases where the railroad pre- 
ferred stock now being exchanged for an income debenture was created under a bank- 
ruptcy reorganization plan in substitution for a then extant bond or debenture, this 
same general problem may be presented. The result, however, should be different, even 
under the Tax Court’s Fashion Park approach, because an exchange of a share of pre- 
ferred stock for a debenture is probably no longer tax-free under the 1954 Code. 
Cf. I.R.C. § 354(a)(2)(B) (1954). Thus, the correct rule in such a case under the 
present Code would be to look to the fair market value of the preferred stock at the 
date of its exchange for the issuer’s new income debenture rather than the considera- 
tion received on the issuance of the original debt subsequently exchanged for the pre- 
ferred stock now being exchanged for income debentures. 

191 ERIE RAILROAD COMPANY 1955 ANNUAL REPORT TO STOCKHOLDERS 12-13. 
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Upon the ultimate retirement of such debt, the obligor’s gain or 
loss is a direct function of the amount of discount properly amor- 
tizable during the term over which the debt was outstanding. In 
consequence, taxpayers owing such debt must perforce, in sheer 
self-protection, annually claim the full amount of discount amor- 
tizable thereon. In this respect discount is fully comparable to 
depreciation which is ‘‘allowed or allowable.’’ 





The Proposed Limitation on the 
Patronage Dividend Deduction” 


DONALD R. RAVENSCROFT 


we. imminent escape from current taxation of some income allo- 
cated as patronage dividends demands a new look at the deduction 
for patronage dividends. In fact, in a recent letter to the Chairman 
of the House Committee on Ways and Means the Secretary of the 
Treasury suggested the Committee study a proposal to limit the 
deduction for patronage dividends escaping taxation.’ The letter 
stated that the entire cooperative income should be taxed once in 
the year earned, and that to accomplish this objective cooperative 
income not taxable to the patron should be taxed to the coopera- 
tive. It stated further that Congress had adopted this design in 
enacting the Revenue Act of 1951 but that the purpose had later 
been frustrated. Congress had understood that although patronage 
dividends would not be taxed to cooperatives they would be taxed 
in full to the patron. This Congressional intent has been thwarted 
by recent court decisions holding the patron taxable only for the 
market value of the patronage dividends. Thus, cooperative income 
consisting of the difference between the face and market value of 
patronage dividends would be untaxed in the year earned. 

To understand the method proposed by Congress in 1951 it is 
necessary to discuss the tax treatment of cooperatives prior to 
1951. They were classed as either exempt or non-exempt. 

Exempt cooperatives were, of course, free of the income tax.’ 
Exemption was granted to cooperatives marketing farm products 
or purchasing supplies and equipment, which turned back the pro- 
ceeds less expenses to the patrons. Exempt cooperatives were per- 
mitted to have capital stock with a fixed dividend rate not exceeding 


Donatp R. Ravenscrort (B.8.L., LL.B., University of Nebraska) is a member of the 
Legal Advisory Staff, United States Treasury Department. 

*The author gratefully acknowledges his indebtedness to Mr. John Copeland for his 
keen, constructive criticism during the preparation of this article. 

The opinions and views expressed are those of the author and are not intended to 
reflect the views of the Treasury. 

1101 Cona. Reo. A 5632 (1955). 

21.R.C. § 101(12) (1939). 
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eight per cent or the state legal interest rate, whichever was larger; 
substantially all voting stock had to be owned by producer patrons 
of the cooperative ; it could maintain reasonable reserves for neces- 
sary purposes; and not more than 15 per cent of its business could 
be with non-members or non-producers. 

Non-exempt cooperatives were taxed as corporations. However, 
under administrative practices,’ judicially affirmed,* they could ex- 
clude from gross income the amounts allocated to patrons as pa- 
tronage dividends. 

Under the provisions of the Revenue Act of 1951° (continued in 
the 1954 Code) ® so-called exempt cooperatives became taxable sub- 
stantially to the same extent as non-exempt cooperatives. The only 
remaining distinction between the treatment of the so-called ex- 
empt and non-exempt cooperatives is that exempt cooperatives are 
allowed a statutory deduction for their limited dividends on capital 
stock and for allocations of incidental non-patronage receipts to 
patrons on a patronage basis and may attribute to a taxable year 
patronage receipts allocated to patrons within nine and one-half 
months after the close of the taxable year. 

The avowed Congressional purpose in 1951 was to tax all coop- 
erative income for the taxable year in which earned either to the 
patron or to the cooperative.’ It was assumed the administrative 
and judicial precedent allowing exclusion of patronage dividends 
was valid.* The theory was that amounts allocated as patronage 
dividends were not income to the cooperative.® The cooperative had 
allocated to its patrons margin which otherwise would have been 
its own income and to the extent of the allocation was left without 
income. Exclusion of the allocation was permitted if it was made 
pursuant to a pre-existing obligation, found in the articles of incor- 
poration, the by-laws, or the patronage contracts, to turn back to 
patrons on a patronage basis the margin between the cost of goods 
sold and the proceeds of sales less expenses. The margin on the co- 
operative transactions, it was held, was turned back to patrons as 


3T.D. 2737, 20 T.D.LR. 433 (1918); I.T. 1499, I-2 Cum. Buty. 189 (1922); I.T. 
1566, II-1 Cum. Buu. 85 (1923); S.M. 2288, IITI-2 Cum. Buty. 233 (1924); G.C.M. 
12393, XII-2 Cum. BuLL. 398 (1933) ; G.C.M. 17895, 1937-1 Cum. Buu. 56; I.T. 3208, 
1938-2 Cum. BULL. 127. For a collection of these rulings, see Farmers Cooperative Co. v. 
Birmingham, 86 F.Supp. 201, 219 (N.D. Iowa 1949). 

4 H.g., Farmers Cooperative Co. v. Birmingham, supra note 3. 

5 I.R.C. § 101(12) (1939), as amended, 65 Stat. 491 (1951). 

6 I.R.C. §§ 521 and 522 (1954). 

78. Rep. No. 781, 82d Cong., 1st Sess. 21 (1951). 

8 Ibid. 

9 Ibid. 
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price adjustments. The amount turned back to the patrons of a 
marketing cooperative was their income as additional considera- 
tion received for their products. The amounts turned back to the 
patrons of a supplying cooperative were a decrease in business or 
personal expenses. 

The theory was applied whether or not cash or merchandise to 
the patrons was immediately transferred. It applied, for example, 
if the pre-existing obligation was satisfied by allocation on the pa- 
tronage basis of cash or merchandise, or by a paper allocation in 
the form of interest or non-interest bearing notes with or without 
due date, refund certificates redeemable at a definite date or at the 
discretion of the directors, letters advising the patron of his alloca- 
tion on the cooperative books of a share of the margin with no 
terms for payment, or capital stock redeemable on the same basis 
as other stock upon liquidation.” 

The Regulations implementing the 1951 Act adopted without 
change the administrative exclusion which had had judicial sanc- 
tion and which had been assumed valid by Congress."! They re- 
quired the patrons to include in their gross income patronage divi- 
dends to the extent of cash in full, merchandise at market value, 
and paper at face value.” 

Recent decisions, however, would threaten the justification for 
the exclusion of the face amount of the paper patronage dividends 
from cooperative income and would require inclusion of less than 
their face amount in the patron’s income.” For example, the Car- 
penter ** case held that patronage dividends in the form of a re- 
volving fund, evidenced by certificates redeemable at the discretion 
of the directors with consent of certain creditors, were not income 
to the patrons in excess of their market value. Accordingly, these 
decisions would directly limit the amount required to be included 
in a patron’s income. They would threaten the validity of the judi- 
cial and administrative precedent allowing the exclusion to the co- 
operative, since the assumption underlying the exclusion was that 
the paper patronage dividend is income to the patron to the extent 
of its full face value. 


10 Farmers Cooperative Co. v. Birmingham, supra note 3, at 236. 

11 Reg. 111, See. 29.101(12)-1. 

12 Reg. 111, Sec. 29.22 (a)-23. 

18 Comm’r vy. Carpenter, 219 F.2d 635 (5th Cir. 1955); Caswell’s Estate v. Comm’r, 
211 F.2d 693 (9th Cir. 1954); Moe v. Earle, 551 U.S.T.C. J 9180, aff’d, 226 F.2d 583 
(9th Cir. 1955), cert. denied, 350 U.S. 1013 (1956); Farmers Grain Dealers Ass’n of 
Iowa v. United States, 116 F.Supp. 685 (S.D.Iowa 1953). 

14 Comm’r v. Carpenter, supra note 13. 
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Notwithstanding this threat to the exclusion, however, the Regu- 
lations continue to allow cooperatives to exclude the face amount 
of such patronage dividends. Therefore, the result of recent deci- 
sions such as the Carpenter case may be that at least the difference 
between the face and the market value of paper patronage divi- 
dends will go untaxed. 

The Secretary in his letter proposed that this gap be closed in 
order that the full income of the cooperative may be currently taxed 
either to the patron or to the cooperative. The Secretary’s letter 
contained the suggestion: ‘‘It could be provided that Cooperatives 
could take deductions in computing their taxable income only for 
(a) cash distributions and (b) noncash allocations issued in such 
form or under such circumstances as would make them currently 
taxable to the patron-members receiving them, and (c) the amount 
deductible by the cooperative itself should not exceed the amount 
so currently taxable to patron-members.’’ * 

The recent decisions referred to and the resulting suggestion to 
limit the exclusion of the face amount of paper patronage dividends 
from cooperative income conflict with earlier precedent holding 
that no part of such amounts were income to the cooperative. This 
article is an analysis of the precedent to determine the extent to 
which it limits taxation of the cooperative on the income allocated 
by paper patronage dividends. No position is taken on the question 
whether Congress could by legislation tax patrons on undistributed 
profits of the cooperative in disregard of the separate entity. 


Discussion 


The position is taken in this article that whether paper patron- 
age dividends may be taxed to the cooperative at face value or ex- 
cluded from cooperative income and taxed to the patron at face 
value depends upon the nature of the obligation to distribute to the 
patrons the margin represented by the paper patronage dividends. 
It is submitted on the basis of analysis of precedent that paper pa- 
tronage dividends which are allocated, whether or not pursuant to 
a pre-existing obligation, in the form of obligations to pay in the 
indefinite future or in the form of capital stock, could be taxed to 
the cooperative at the face amount. Only those which, pursuant to 
a pre-existing obligation, are distributed in the form of obligations 
to pay on demand or on a certain date within a limited period of 
time could be excluded from cooperative income. 

The theory that patronage dividends allocated pursuant to a pre- 


15 See note 1 supra. 
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existing obligation were not income to the cooperative and could 
not be validly taxed to the cooperative has been Treasury policy 
for a long time.’* Generally, courts have gone along with this posi- 
tion. In fact, the Treasury rulings taking this position were spe- 
cifically held constitutional and reasonable in a case in which the 
Court stated that the Treasury would have been powerless to al- 
low the exclusion if patronage dividends constituted income to the 
cooperative.’ 

The exclusion to cooperatives of margin allocated as patronage 
dividends has been variously supported by the rationale: (1) the 
cooperative is an agent, bailee, or trustee, whose identity is that of 
principal or beneficiary, or who does not own the income; and/or 
(2) the patronage dividends constitute price adjustments. The 
Treasury has traditionally considered patronage dividends to be 
price adjustments.** 


A. Agency THEORY 

The Treasury has never accepted the agency theory.’® Neverthe- 
less, it has been urged with sufficient frequency in decisions (usu- 
ally supportable on other grounds) aud other legal discussions to 
keep it alive. With the impending limitation on the scope of the 
patronage dividend exclusion based on the price adjustment theory, 
the agency position may be seriously advanced once more by pro- 
ponents of a broad exclusion. It will therefore, be briefly discussed 
here. 

The theory that patronage dividends should not be taxed to the 
cooperative because it is an agent, bailee, trustee, or partnership 
flows along two streams: (1) the cooperative is identical with the 
patrons, or (2) the cooperative is but a conduit for income which it 
does not own. However, it is submitted that the agency theory 
neither justifies excluding the face amount of patronage dividends 
issued pursuant to a pre-existing obligation from the cooperative’s 
income nor compels including it in the patron’s income. 

(1) Identity theory. Concerning the argument that the coopera- 
tive is not an entity separate from its patrons, general statements 
have been made that the cooperatives are only agents, partnerships 


16 For a history of the Treasury position, see Farmers Cooperative Co. v. Birming- 
ham, supra note 3, at 219. 

17 Ibid. 

18 For a concise statement of the traditional Treasury position, see Rev. Rul. 54-10, 
1954-1 Cum. BULL. 24. 

19 JOINT COMMITTEE ON INTERNAL REVENUE TAXATION, THE POWER oF CONGRESS TO 
Tax COOPERATIVES ON NET Marans (Apr. 1951). ; 
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(in extra-judicial discussions), or trusts, with the implication that 
they are not entities in their own right capable of having income 
subject to tax. 

This position seems incredible when applied to the typical co- 
operative. They are organized under corporate charters, in some 
cases under the state’s regular corporation statutes. Whether or 
not officially incorporated, they are treated as corporations for fed- 
eral tax purposes, since ‘‘corporation’’ is so defined that it includes 
an association.”® Cooperatives themselves have conceded that they 
are separate corporate entities, for without objection both exempt 
and non-exempt cooperatives have for years filed returns as cor- 
porations and paid corporation taxes on income that did not qualify 
for the patronage dividend exclusion or for specific statutory de- 
duction or exemption. Moreover, whether or not incorporated or 
whether considered an agent or partnership under state law, it is 
well established that Congress may tax as a corporation an associ- 
ation that transacts business as if it were a corporation.” The 
typical cooperative makes use of all of the advantages of the sepa- 
rate corporate entity in the conduct of its business. Since it is a 
separate corporate entity, it is taxable as a corporation, a corpora- 
tion being taxable whether or not it is an agent of its owner.” 

(2) Conduit theory. Some decisions have theorized that the co- 
operative is a non-profit organization obligated to distribute to its 
patrons the margin between sales price and cost less its expenses 
on products handled for the patrons and that the margin does not 
belong to the cooperative. It has been held that a conduit holds the 
margin as an agent, bailee, or trustee.”* Since the cooperative, so 
the argument goes, does not own the margin, it cannot be taxed on 
the margin whether or not it is income. The thought seems essen- 
tially to be that the cooperative is analogous to a commission agent 
who receives goods on consignment without taking title and sells 
them for the principal on commission. 

However, examination dispels the analogy and shows the coop- 
erative to be an agent of its patrons, if at all, in the same sense 
that the usual merchandising corporation is an agent of its cus- 
tomers, suppliers, or stockholders, or a trustee of the beneficiaries, 


20 I.R.C. § 7701(a) (3) (1954). 

21 Comm’r vy. Tower, 327 U.S. 280 (1946); Comm’r v. Harmon, 323 U.S. 44 (1944); 
Burk-Waggoner Oil Asso. v. Hopkins, 269 U.S. 110 (1925). 

22 National Carbide Corp. v. Comm’r, 336 U.S. 422 (1949); Moline Properties v. 
Comm’r, 319 U.S. 436 (1943). 

28 F.g., San Joaquin V.P. Producer’s Ass’n v. Comm’r, 136 F.2d 382 (9th Cir. 1943). 
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and can be taxed accordingly. Generally, the elements of control * 
by the patrons over the cooperative that would constitute it their 
agent are absent. Its employees are its own, not those of a prin- 
cipal.” It has legal title to both the capital assets which it uses and 
the products it buys and sells.”* It sells for its own account, rather 
than for the account of a principal, and possesses greater discre- 
tion over the proceeds of its operations than an agent would have.” 
It is liable for its own debts with but limited liability in the pa- 
tron.”° Besides, neither a mere obligation short of agency to pay 
over income to another nor an obligation constituting agency to 
pay over income could deprive the Federal Government of power 
to tax the cooperative on such income.” It follows that the agency 
theory does not seriously threaten federal power to tax the amount 
of paper patronage dividends to the cooperative. 


B. Tue Price ApsJustMENT THEORY 


The price adjustment theory has been widely used to support the 
position that patronage dividends in whatever form distributed are 
not income to the cooperative. The purpose of this discussion hence- 
forth is to explore the validity of the theory and to determine the 
precise limitations it may impose onthe federal taxing power. It is 
submitted, on the basis of judicial precedent, that at best the limita- 
tions imposed by this theory could only prevent taxing to the co- 
operative as income the paper patronage dividends distributed pur- 
suant to a pre-existing obligation in the form of obligations to pay 
on demand or on a certain date within a limited period. It is sug- 
gested also that the theory itself does not permit such patronage 
dividends to be taxed as income to the patron in the face amount, 
and that it does permit taxing as income to the cooperative the face 
amount of patronage dividends distributed, whether or not pur- 


24 National Carbide Corp. v. Comm’r, supra note 22. 

25 Lake Region Packing Ass’n v. United States, 146 F.2d 157 (5th Cir. 1944). 

26 Md. & Va. Milk Producers’ Ass’n v. Dist. of Columbia, 119 F.2d 787 (D.C. Cir. 
1941). Some cases, mostly in state courts, have held the cooperative an agent even 
though title did pass to the cooperative. For a federal decision, see note 23 supra; for 
a collection of state decisions, see Jensen, The Collecting and Remitting Transactions of 
a@ Cooperative Marketing Corporation, 13 Law & ConTEMP. Pros. 403 n. 4 (1948). In 
these cases taking title is excused on the basis of greater convenience. Exceptional in- 
stances do exist where the cooperative is probably an agent of the patrons, e.g., Harbor 
Plywood Corporation, 14 T.C, 158 (1950) ; Grey Bull Corporation, 27 B.T.A. 853 (1933). 

27 Md. & Va. Milk Producers’ Ass’n v. Dist. of Columbia, supra note 26. 

28 PACKEL, THE LAW OF THE ORGANIZATION AND OPERATION OF COOPERATIVES 203 (2d 
ed. 1947). 

29 See note 22 supra; Fontana Power Co. v. Comm’r, 127 F.2d 193 (9th Cir. 1942). 
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suant to a pre-existing obligation, in the form of an indefinite 
obligation. 


(1) The Analogy 


Consideration of the patronage dividend as a price adjustment 
is based on an analogy of patronage dividends with the situation 
in which the sales price is increased by the buyer at the time of 
the purchase or in which the seller decreases or discounts the 
price at the time of the sale. According to this thought the patron- 
age dividend is an increase in the price which a marketing coop- 
erative pays the patron for his product or a decrease in the price 
that the purchasing cooperative receives from the patron. Whether 
or not the cooperative is some type of agent or trustee is irrele- 
vant. To a marketing cooperative the adjustment is an increase 
in the cost of goods sold; to a purchasing cooperative it is a de- 
crease in its gross receipts. Such adjustment is, therefore, not in- 
come to the cooperative. 

The cooperative and the patron enter into a contract under which 
the cooperative agrees to pay for the patron’s products at the time 
of the sale a figure, usually the market price, plus the margin be- 
tween that figure and the price at which the cooperative sells, less 
selling expenses. It is in the nature of a cost-plus contract. The mar- 
gin and the expenses of selling the products are not immediately 
ascertainable and thus, pursuant to the contract the adjustment is 
made at the end of the year when the margin and expenses are 
ascertainable according to a method agreed upon in the contract. 
However, until the patronage dividend is paid in cash or merchan- 
dise or until patronage dividends in the form of obligations to pay 
are redeemed, it is submitted that true compliance with the theory 
requires, in order to permit an exclusion to the cooperative, that 
the patron be such a creditor and the cooperative such a debtor that 
the patron could collect cash or merchandise from the cooperative 
in a definite amount and within a certain time. Just as in a cost-plus 
contract, there must be such a contract by the cooperative to pay 
and the patron to receive a definite amount plus an indefinite but 
future, definitely ascertainable amount to be determined in a man- 
ner prescribed by the contract. 

The theory has been stated judicially : *° 

The question here is whether the petitioner is entitled to deduct as a part 


of the cost of goods sold the amount of $4,137.70 determined by it in De- 
cember, 1919, to be due its stockholders on wheat purchased from them 


80 Home Builders Shipping Association, 8 B.T.A. 903 (1927). 
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during the year in accordance with an oral understanding that there would 
be paid to such stockholders, in addition to the amount paid them at the 
time of delivery, an amount equal to the difference between such amount 
plus the cost of reselling the wheat, and the price at which the wheat was 
resold. ... 


It was similarly stated: ** 


Had the taxpayer given a customer (whether stockholder or outsider) a 
discount promptly after filling the order, no one would call it a dividend. 
If a rebate were given promptly upon the customer’s business reaching a 
certain volume, the same conclusion as to its character would follow. To 
make cost estimates and adjust them at or near the end of each year return- 
ing the excess payment to the customer should not change the reasoning 
which leads to this conclusion. Nor should the fact that the customer is a 
stockholder materially affect the result. 

Perhaps a single refund coming at the end of each year would lessen the 
irresistibility of the inferences, but the conclusion would still fit the facts 
better than one founded on a dividend assumption. It is true the taxpayer 
is not a nonprofit corporation in a legal sense. It is subject to a tax upon the 
profits by it made. Nevertheless, net profits in its case must depend upon 
the facts. Payment to the customers, who are also taxpayers, of sums called 
refunds based upon the volume of business transacted and in no way de- 
pendent upon stock ownership, is the determinative factor. 


A taxpayer would not be taxed for a portion of the cost of his 
goods sold if he were a debtor obligated definitely to pay the 
amount. It is submitted, however, that he has incurred no current 
cost of goods sold unless the amount of the obligation is determined 
and the time it must be paid is established. Similarly, the patron 
receives no income until the amount is determined. When it is de- 
termined, the patron’s rights against the cooperative, it is sug- 
gested, correspond roughly to a stockholder’s rights to future divi- 
dends. Thus, there could be no income to him at that point unless 
paper then issued to him had market value or unless there is an 
obligation constituting the patron a creditor and enabling him to 
collect the amount determined. It has often been held, however, that 
when the amount was determined, it was income constructively 
received by the patron, whether or not the obligation was to pay it 
in cash or merchandise within a limited time, or whether or not the 
obligation to pay was definite. Therefore, it was held that the allo- 
cations as paper patronage dividends could be excluded. Although 
in the case of paper patronage dividends, involving an indefinite 
obligation to pay, the funds allocated had not left the cooperative, 


81 Uniform Printing & S. Co. v. Comm’r, 88 F.2d 75, 76 (7th Cir. 1937). See also 
State v. Morgan Gin Co., 186 Miss. 66, 189 So. 817 (1939). ’ 
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they were held to have been constructively received by the patron 
and reinvested in the cooperative. 


(2) The Price Adjustment Analogy Versus Analogy of Corpora- 
tion Distributing Profit 

This theory, as pointed out above, was the basis adopted by 
Treasury decisions allowing the exclusion for patronage dividends. 
It is also the basis generally for the exclusion when permitted by 
judicial decision.*” 

Attempts have been made to break down the price adjustment 
analogy. It has been maintained the entire argument that the net 
margins of cooperatives are not income because they are paid or 
allocated as patronage dividends is based on the implicit assump- 
tion that the actual net margin on each article sold to a patron or 
purchased from a patron for marketing is exactly proportionate 
to the aggregate net margins on all articles bought and sold by 
the cooperative during the year.** To the extent that this assump- 
tion is not correct, it has been argued, excessive patronage divi- 
dends are paid on some articles and only partial patronage divi- 
dends are paid with respect to other articles. For example, if a pur- 
chasing cooperative sells an article to a patron for cost and the 
patron also receives a patronage dividend on this article at the 
close of the year, such dividend cannot be considered a rebate of a 
net margin retained by the cooperative on the patron’s earlier pur- 
chase of the article. The assumption of equal net margins on all 
articles handled by the cooperative is in direct conflict with ordi- 
nary business experience, and it is not believed that Congress 
is bound under the Constitution to accept this contrary-to-fact 
assumption. 

This argument as an attempt to break the price adjustment 
analogy does not seem to be a serious challenge. It is reasoning 
which could be dispelled by the cooperatives employing a more 
refined accounting system. Such a refinement they might willingly 
adopt in order to enable them to treat patronage dividends as an 


82 F.g., The Trego County Cooperative Association, 6 B.T.A. 1275 (1927); Home 
Builders Shipping Association, 8 B.T.A. 903 (1927); Anamosa Farmers Creamery Co., 
13 B.T.A. 907 (1928); Uniform Printing & S. Co. v. Comm’r, supra note 31; Western 
Colorado Producers Cooperative, 1 TCM 697 (1943); Midland Cooperative Wholesale, 
44 B.T.A. 824 (1941); Greene County Farmers Sales Association v. United States, 55 
F.Supp. 123 (Ct.Cl. 1944); Farmers Cooperative Co. v. Birmingham, supra note 3; 
Colony Farms Cooperative Dairy, Inc., 17 T.C. 688 (1951). 

38 Adeock, Patronage Dividends: Income Distribution or Price Adjustment, 13 Law & 
ConTEMP. Pros. 505, 520-525 (1948). This theory is discussed in Farmers Cooperative 
Co. v. Birmingham, supra note 3, at 215. 
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increase in the cost of goods sold or as a decrease in gross receipts. 
The distributions to a patron, likely as not, do correspond in a gen- 
eral way to the actual margin realized on his particular products. 

Moreover, it is not certain that correspondence of the patronage 
dividend to the actual margin is a necessary element in the analogy 
of the patronage dividend to the price adjustment. The cash dis- 
count at the time a transaction takes place would never be consid- 
ered a distribution of income simply because the discount did not 
correspond to the dealer’s margin of profit on the item concerned 
in the transaction. The idea that this correspondence is necessary 
might rest on a confusion of the price adjustment theory with the 
agency theory under which it is necessary that the agent distribute 
the actual margin. 

Nevertheless, there is a limitation on the scope of the price ad- 
justment theory, which is not based, however, on the failure of the 
price adjustment analogy. Rather, the limitation seems to be based 
on the notion that a cooperative distributing patronage dividends 
must not become analogous to a corporation distributing earnings 
to its stockholders. Perhaps this limitation too represents a vestige 
of the agency theory. In any case, a conceivable purpose to be 
accomplished by the courts by means of the limitation would seem 
to be to avoid opening a way for a corporation to distribute tax- 
free earnings in the guise of patronage dividends. 

The limitation prevents the cooperative from excluding from in- 
come patronage dividends representing margin from business with 
patrons not receiving patronage dividends. Seemingly, the basis of 
the limitation may be a notion that the typical function of a cor- 
poration is to distribute to its stockholders earnings from business 
with non-stockholders. The very reason of the corporation is to 
make profits for the stockholders in transactions with persons in 
another economic group, 7.e., the patrons, who are generally not 
stockholders. If, as in the case of the typical stockholder, the pa- 
tron’s contractual relation with the corporation has been entered 
into in order to profit from corporate purchases from third per- 
sons and sales to other third persons, then the analogy to the 
typical corporation distributing earnings is established. Such 
analogy is not established, however, simply because the coopera- 
tive may unwittingly distribute a profit to the patron gleaned by 
the cooperative from its purchase of goods from another patron 
and sale of such goods to another third person. The chance may 
just as likely work against him as in his favor, and he cannot de- 
termine which in fact occurs. 
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This would seem to be the basis for the decisions which adopted 
the corporation-distributing-earnings analogy to disallow an ex- 
clusion where the patronage dividends are in fact made only to 
some group, such as stockholders or members, not including all 
patrons.* Thus, this limitation has not generally imposed a serious 
stricture on the price adjustment theory and would not unless 
courts could be persuaded that a patron may not profit from a 
fellow patron even by pure accident. But even this position would 
probably defeat the theory only to the extent that such profit was 
actually distributed.* 

However, it may be pointed out in passing that this line of deci- 
sions does suggest a mode of attack on the entire price adjustment 
theory as applied at least to one particular type of cooperative. 
Conceivably, it could be argued that the corporate-distribution 
analogy is established if the patrons, members, or stockholders 
form the cooperative, invest their own funds as its capital, and fur- 
nish managerial skill to operate it as a separate entity and profit 
from sales to themselves and third persons. The application of the 
price adjustment theory would then be condemned because the pa- 
tronage dividend corresponds exactly to the margin actually earned 
on the patron’s products. It would be disapproved of because the 
margin allocated to the patron as patronage dividends is the exact 
measurement of the enterprise’s profit, precisely as in the case of 
an enterprising stockholder receiving dividends proportional to his 
capital contribution in an ordinary corporation. It would be argued 
that the price adjustment theory failed because the patron’s in- 
terest in the cooperative went beyond simply receiving the highest 
price for his product that the market could provide. Also he had, 
like a stockholder, invested capital in the cooperative and had 
helped to organize and manage it. Some realism is added to this 
argument by the fact that the prime purpose of the patronage divi- 
dend is to delay paying out margin in order that it may be used 
as capital for a time. Thus, where paper patronage dividends in 
such a corporation were in the form of capital stock, the patron’s 
patronage dividend allocations might eventually correspond to his 
capital interest in the cooperative, as in the case of dividends to a 
~ 94 Farmers Union Co-operative Co. v. Comm’r, 90 F.2d 488 (8th Cir. 1937); Co- 
operative Oil Ass’n v. Comm’r, 115 F.2d 666 (9th Cir. 1940); Peoples Gin Co. v. 


Comm’r, 118 F.2d 72 (5th Cir. 1941); Central Co-operative Oil Association, 32 B.T.A. 


359 (1935) ; Juneau Dairies, Inc., 44 B.T.A. 759 (1941). 
35 Central Co-operative Oil Association, 32 B.T.A. 359 (1935) (exclusion disallowed only 
to extent that patronage dividends represented profit from patrons receiving no dis- 


tribution). 
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stockholder in the ordinary corporation. Perhaps a less tenable 
argument, independent of any capital interest of the recipients of 
the patronage dividends, could also be made, that is, the entire 
price adjustment theory might be attacked on the ground that the 
patronage dividends correspond exactly to the corporate profits. 
However, neither of these attacks has as yet been presented to a 
court. 


(3) Creditor-Debtor Relationship Versus Analogy to Distribu- 
tion of Shares of Capital 


It is submitted that under precedent the price adjustment theory 
cannot validly justify excluding the face amount of all paper pa- 
tronage dividends distributed under a pre-existing obligation from 
the cooperative’s income nor justify including the face amount of 
all such patronage dividends in the income of the patron. If the co- 
operative’s obligation to its patrons may be satisfied by distribut- 
ing patronage dividends, which are evidence of no more obligation 
than shares in accumulated surplus or shares of capital stock, then 
no sufficiently definite debtor-creditor relationship exists between 
the cooperative and the patron to fulfill the requirements of the 
price adjustment analogy. A debtor-creditor relationship is an 
essential element of the price adjustment analogy to justify an 
exclusion. 

In the case of the agreement satisfied by issuing stock or its 
equivalent, the patron in fact at the time he sells to or buys from 
the cooperative agrees to accept a share of capital interest in the 
cooperative as part-payment. If he received consideration amount- 
ing to less than the market value of the product, he might even be 
considered as having made a capital contribution to the extent of 
such market value over the consideration received. This capital 
interest entitles the patron to a share in the accretion to surplus 
as the result of the resale of the patron’s product. At this point the 
cooperative becomes analogous to the corporation which accumu- 
lates earnings and could be taxed on those earnings, just as a cor- 
poration is taxed on additions to its surplus even though the sur- 
plus in fact must ultimately be distributed to its stockholders. The 
cooperative may use the amounts represented by these patronage 
dividends to invest, to expand, and to absorb future losses, with no 
more obligation to redeem the paper patronage dividends than a 
corporation has to pay dividends or to redeem its capital stock. 
The likelihood of ever receiving payment for the face amount of 
such patronage dividends is often extremely contingent. The co- 
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operative should not be allowed to treat as cost of goods sold 
amounts which it is not really obligated to pay. 

It would seem also that patronage dividends, couched in terms 
of an obligation to pay when at the discretion of the directors the 
cooperative reserves are sufficient, should also be classed as a dis- 
tribution of an interest in its capital. It might be argued that the 
patron received income for the face amount, since the directors are 
bound to exercise reasonable discretion and thus a sufficiently defi- 
nite debtor-creditor relationship exists. However, probability of 
redemption in many cases seems quite contingent, because proof 
that directors have abused their discretion is difficult and because 
reasonable discretion might include almost any expansion or rein- 
vestment that could be made in the business. Moreover, such funds 
may be consumed by business losses so that redemption might be 
impossible. Thus, a determination that patronage dividends re- 
deemable at the cooperative’s discretion represent only interest in 
its capital would seem justified. 

Patronage dividends represented only by a credit on the cooper- 
ative’s books, with or without notice to the patron, and with re- 
spect to which there is no clear-cut definition of terms for certain 
payment, likewise would seem to fall into the area of interest in 
capital, since the obligation to pay seems no more of an obligation 
than one to redeem capital stock or to declare a dividend.** 

The distinction between such obligations and capital interests is 
tenuous. At least in one case involving this type of distribution, 
the obligation was actually considered one payable on demand.** 
In that case the evidence showed that two patrons who became in- 
solvent demanded and were paid the face amount of their shares 
in the cooperative Patron’s Equity Reserve. However, this is prob- 
ably an exceptional case. These allocations are generally not con- 
sidered to be payable on demand. 

However, without recognizing the absence of a definite debtor- 
creditor relationship in these instances, the Regulations * and 
some decisions would permit the cooperatives to exclude the face 
amount of patronage dividends so long as an obligation existed, 
prior to the receipt of the funds distributed, to issue the patronage 
dividend in whatever form distributed. In one of these decisions *° 
exclusions were allowed on the basis that the cooperative was obli- 


36 See Home Builders Shipping Association, supra note 32 (the credit for patronage 
dividends had been absorbed by losses). 

87 Midland Cooperative Wholesale, 44 B.T.A. 824 (1941). 

88 See note 11 supra. 

39 Dr. P. Phillips Cooperative, 17 T.C. 1002 (1951). 
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gated to distribute margin even though the obligation permitted 
the issuance of certificates for retained earnings, redeemable at the 
discretion of the directors. Another of these decisions *° permitted 
an exclusion even though the cooperative’s obligation permitted 
patronage dividends to be issued in the form of capital stock.*! It 
is submitted that these decisions over-extended the price adjust- 
ment theory and will stand alone in the long run. 

Other decisions have refused to allow exclusions in analogous 
situations. The theory that at a certain point patronage distribu- 
tions are capital interests rather than obligations of a debtor to 
pay patrons a price adjustment, and that therefore the cooperative 
is analogous to a corporation accumulating surplus for holders of 
a capital interest, seems to explain the decisions in which the ex- 
clusion was disallowed to a cooperative or in which the patron was 
permitted to include as income only the market value of patronage 
dividends or nothing at all. 

Thus, a patron was taxed only on the market value on the basis 
of the corporation surplus analogy in the Carpenter case, where 
the patronage dividends were redeemable at the discretion of the 
directors with the consent of certain creditors and the holder pa- 
tron, on dissolution, would share in the assets with common stock- 
holders after all creditors were satisfied. No market value was 
found for such paper. The same analogy was assumed in Caswell’s 
Estate v. Commissioner, where the certificates were redeemable 
when the reserve they represented was no longer needed by the co- 
operative. The Court held that the probability of payment of the 
certificates was too contingent to constitute income to the patron 
and that in effect there was no obligation to pay. Similarly, the 
analogy was applied in Dr. P. Phillips Cooperative * to margin on 
marketing receipts which the cooperative was not obligated to dis- 
tribute, even though in the same case the analogy was not applied 
to distributions which differed in form but not substance, 7.e., the 
cooperative issued certificates for margin from caretaking service 
receipts, the payment of which the directors had discretion to 
defer. Likewise, in William A. Joplin, Jr.“ it was decided that: 


Since the cooperative had a right under its charter and its by-laws . . . to 
retain a portion of the net earnings for operating capital reserve, such re- 


40 Colony Farms Cooperative Dairy, Inc., 17 T.C. 688 (1951). 

41 See also Farmers’ Union Co-operative Association, 13 B.T.A. 969 (1928); Otsego 
County Cooperative Association, Inc., 11 TCM 818 (1952). 

42 211 F.2d 693 (9th Cir. 1954). 

43.17 T.C. 1027 (1951). 

4417 T.C. 1526 (1952). 
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tained reserves [represented by credit to capital reserve account and by 
preferred stock] were its income, . . . and not income to the patrons until 
actually distributed, to them or made available to them. ... 


Two cases applied the corporation-distributing-earnings analogy 
in finding that no debtor-creditor relationship existed. In Farmers 
Grain Dealers Ass’n of Iowa v. United States * each patron was 
notified by a letter of advice of his share in a reserve for contin- 
gencies constituting margin retained. The Court held that the pa- 
tron received no income because the cooperative might deplete the 
reserve through losses so that the patron could never receive pay- 
ment; there was no such obligation that the patron could at any 
time effectively demand payment. Likewise, in Fountain City Co- 
op. Cr. Ass’n v. Commissioner ** the Court denied a cooperative 
exclusion for lack of an obligation where the certificates were re- 
deemable when in the discretion of the directors reserves were suf- 
ficient, where the certificate indicating interest in equity reserve 
could not be converted into cash, where it might be consumed by 
cooperative losses, and where the patrons on dissolution would be 
required to share the assets with stockholders after the creditors 
were satisfied. 

Many other decisions, in denying an exclusion to the coopera- 
tive, implicitly applied the corporation-surplus analogy for lack of 
a sufficient obligation to pay out the margin. Most of these de- 
cisions were decided on the basis that no contractual obligation to 
pay the margin to the patron in any form whatever was entered 
into at the time the patron transacted business with the coopera- 
tive.*7 Others implicitly adopted the corporation-surplus theory 
where the exclusion was disallowed without regard to the nature 
of the cooperative’s contractual obligation, if any, on the ground 
that the cooperative had not actually become obligated to pay the 
margin to its patrons because there was no appropriation to the 
patron’s account,** or because there was lack of compliance with 
the statute under which the cooperative was organized, with the 
cooperative’s articles of incorporation, or with its by-laws.*® 


45 116 F.Supp 685 (S.D.Iowa 1953). 

46 172 F.2d 666 (7th Cir. 1949). 

47 Farmers Union State Exchange, 30 B.T.A. 1051 (1934) (no by-laws adopted to 
implement charter) ; Peoples Gin Co. v. Comm’r, supra note 34; American Box Shook 
Exp. Ass’n v. Comm’r, 156 F.2d 629 (9th Cir. 1946); Druggists’ Supply Corporation, 
8 T.C. 1343 (1947); Dr. P. Phillips Cooperative, supra note 39 (no exclusion allowed 
for margin which could be retained at sole discretion of cooperative). 

48 A-1 Cleaners & Dyers Co., Inc., 14 B.T.A. 1314 (1929). 

49 Tbid.; Fruit Growers’ Supply Uv. v. Comm’r, 56 F.2d 90 (9th Cir. 1932); Farmers 
Union State Exchange, supra note 47; Cooperative Oil Association v. Comm’r, 115 F.2d 
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(4) Attempts to Distinguish the Concept of Corporation Dis- 
tributing Surplus 

(a) Simultaneous constructive receipt and reinvestment. Some 
decisions have adopted rationale to justify allowing an exclusion 
of the face amount of paper patronage distributions even though 
in fact they but represented interests in capital. One such rationale 
is that there is at the time of the receipt of the patronage dividend 
a constructive receipt by the patron of the amount represented by 
the patronage dividend followed by a simultaneous reinvestment 
of that amount in the cooperative.™ This is often, if not generally, 
a fiction because under the agreement with the cooperative all the 
patron agreed to receive was a share in the capital of the coopera- 
tive. Such a dividend may be an investment but is not preceded 
by a receipt of income in the face amount. Yet the rationale is based 
on the assumption that the patron possessed a present right to de- 
mand payment of the full face amount of the patronage dividend 
and could choose either to take payment in cash or elect to reinvest. 
It has also been argued that constructive receipt occurred because 
under the agreement the cooperative could have paid out cash in- 
stead of paper patronage dividends and then could have assessed 
the recipients for sums needed for its capital. The result is the 
same, it has been claimed, if the cooperative simply retains funds 
needed for capital without paying out funds and recovering same 
by assessment. 

However, it is believed that such an agreement providing for 
these two alternatives is not generally entered into by cooperatives 
with the patrons who have been claimed constructively to have re- 
ceived a price adjustment, or at least not with non-member pa- 
trons. The cooperative charters, by-laws, marketing agreements, 
etc. examined do not indicate such an agreement even with mem- 
bers. It seems unlikely that the cooperative and the patrons under- 
stand that such a method has been provided for. Moreover, the 
uncertainty of obtaining necessary capital by paying out cash pa- 
tronage dividends and then assessing patrons for capital needs 
would be so great that it is highly improbable that cooperatives 
would commit themselves to such a method, particularly if many 
patrons or members are involved. Furthermore, the yield of cap- 
ital and the effect upon relationships with patrons would be so 


666 (9th Cir. 1940); Cook County Loss Adjustment Bureau, P-H B.T.A. Mem. Dec. 7 
40, 233; Gallatin Farmers Co. v. Comm’r, 132 F.2d 706 (9th Cir. 1942). 
50 #.g., Farmers Cooperative Co. v. Birmingham, supra note 3. - 
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different under the two methods that they could hardly be said to 
be equivalent alternatives. 

The alternative of payment followed by an assessment seems 
really to be an hypothetical but impractical alternative, the conse- 
quences of which should be determined only if it occurs. Even if 
it did occur, the argument could be made that the patron had not 
received income to the extent of the patronage dividend reassessed, 
because he was obligated to pay back that amount to the coopera- 
tive and actually had no free choice over the use of the funds. He 
might argue that he had received no income, for the result is just 
the same as if there had been no payment of a patronage dividend 
and the cooperative had simply retained the amount needed for 
capital. Thus, recent decisions have refused to apply the con- 
structive receipt fiction, at least in the case of patronage dividends 
which resemble paper indicating interests in capital.™ 

(b) Assignment. A second such rationale is that at the time the 
patron entered his contract with the cooperative he consented to 
allow the cooperative to use as its capital the amount represented 
as the face amount of the patronage dividend.” This fails for the 
same reason as the theory of constructive receipt with a simul- 
taneous reinvestment. The patron was never confronted with a 
choice of receiving the face amount of the patronage dividend or re- 
ceiving a share in the cooperative’s capital. How can the patron 
assign income which he has not received and over which he lacks 
sufficient control to choose either to receive or to assign? 


ConcLusION 


The fate of the cooperative exclusion for patronage dividends 
depends upon the similarity of the scheme to one of two competing 
concepts. For allowance of the exclusion the method of allocation 
must be analogous to a proprietor making a price discount or price 
adjustment; it must not be analogous to a corporation distributing 
earnings. If the price adjustment analogy is established there is 
an exclusion, but in order to establish the analogy certain limita- 
tions must be met. 

Thus, there should be no exclusion if, like stockholders of a 


51 See note 13 supra; Fountain City Co-op. Cr. Ass’n v. Comm’r, 172 F2d 666 (7th 
Cir. 1949). The constructive receipt question in this instance was different from the 
usual constructive receipt question of determining which taxable year income is received 
by the taxpayer for the purposes of tax accounting. The question was initially raised 
instead in the determination whether the cooperative had at some time so relinquished 
control over the funds that it could exclude them from its income. 

52 F.g., Colony Farms Cooperative Dairy, Inc., supra note 40. 
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corporation, one group of patrons profit from another group of 
patrons. Further, there should be an exclusion only if at the time 
the patron sells to a marketing cooperative (or purchases from a 
supplying cooperative) the cooperative becomes indebted to pay 
the margin less its expenses on a patronage basis. At the time this 
amount is determined the cooperative must perform its obligation 
by allocating the margin in the form of cash, merchandise, or 
promises to pay on demand or at definite time within a limited 
period. These conditions are not satisfied by an obligation to allo- 
cate margin in the form of capital stock or its equivalent, such as 
paper redeemable at the discretion of the directors. It follows that 
the Federal Government could tax the cooperative for the face 
amount of patronage dividends allocated in a form resembling 
capital interests, i.e., in a form other than cash, or merchandise, or 
obligations to pay a certain amount on demand or within a limited 
period of time. 








Tax Administration in Striped ‘Trousers: 
The International Operations Program 
of the Internal Revenue Service * 


JACK H. NEWMAN 


INTRODUCTION 


O, December 21, 1954, the then Undersecretary of the Treasury, 
Marion B. Folsom, signed a memorandum giving the Commissioner 
of Internal Revenue the green light to develop and execute a pro- 
gram aimed at expanding and strengthening the overseas adminis- 
tration of federal tax laws. The Undersecretary’s sanction came 
on the heels of a worldwide staff study conducted by the Service, 
which revealed extensive non-compliance with our tax laws among 
Americans in some areas overseas who had gone abroad in great 
numbers after World War II to live and work and do business. In 
1955 the Service completed the development of the new program 
and by mid-1956 it was off the ground and operating, with internal 
revenue representatives stationed in Paris, Ottawa, Frankfurt, 
Manila, the Panama Canal Zone and Puerto Rico. 

This new global orientation of the Service to Americans abroad 
represents the opening of new frontiers in federal tax administra- 
tion. A common consequence of such development in any field is the 
thrill of discovery, expansion of opportunities—and problems. Tax 
administration is no different than any other field in this regard, 
and these elements promise to be present in liberal amounts for 
Uncle Sam as he penetrates the new darkness. 


Score oF THE PRoGRAM 


Americans, wherever they are, are subject to the federal income 
tax law.’ Between 500,000 and 550,000 American civilians, all sub- 


Jack H. Newman (B.A., Ohio State University; LL.B., George Washington Univer- 
sity Law School) is an administrative officer in the Technical Projects Branch, Office of 
the Assistant Commissioner (Technical), Internal Revenue Service, Washington, D. C. 

*The opinions and views expressed are those of the author and are not intended to 
reflect the views of the Internal Revenue Service. 

1 See CONSTITUTIONALITY, infra pp. 183-184. 


171 

















172 TAX LAW REVIEW [Vol. 12: 


ject to our tax laws, live in foreign countries.” This is roughly as 
many Americans as there are in Vermont and Nevada combined. 
Of this number, about 250,000 were income earners and the rest de- 
pendents. In addition, there are large numbers of military per- 
sonnel and construction workers abroad. Some of the key concen- 
trations of American civilians abroad in 1952 are shown below: 


i ee en a RA Sas aa ag Bo vpn ok 17,826 
| a Se ae gg Mee a dl gel Sa Mt ae Se Se to are Sh far giana 15,192 
IR SOUND NIE 5 o.oo ssa. ace lewd a eS caus voed 33,833 
MAGES « ciahds dy te Ad Oe ee ae oe CAM eb ecatne.d a0 16,759 
EES SSO reer Te ee er eae ee ere 28,999 
ica Near aars oid soa: d og be ka ee FAAS RRS Doe 15,950 
Mexieo and Central America: ocak cc cece 49,312 
Canada, Iceland, and Newfoundland................. 184,786 
PE Arona s cSt on hares Set ee Chee teas et 37,751 


The 250,000 income-earning Americans overseas are engaged in 
trades, business, commerce, teaching, and the professions. Many 
enjoy very good incomes by American domestic standards, and 
quite a sizeable number receive very large incomes by any stand- 
ard. Of these Americans, no one is sure how many have filed United 
States income tax returns while living abroad, nor whether they 
were required under the law to file returns. The reason for this 
lack of information is that those individuals who do file returns 
are permitted to file them in the internal revenue districts in the 
United States where they maintain their legal residence or, if they 
have none here, to file in the Baltimore district office.* Thus, United 
States citizens abroad filed their returns in all 64 internal revenue 
districts, none of which kept a tally of returns received from over- 
seas. As a result, until a few months ago the Service did not know 
how many United States citizens abroad filed tax returns. 

Under the new integrated overseas program of the Service, all 
returns filed by United States citizens abroad are now processed 
at a central point, making it possible for the first time to get some 
idea of the scope of the overseas program in terms of the number 
of taxpayers involved. And there are undoubtedly a great many 
United States citizens abroad who believe they are exempt from 
federal income tax liability and consequently do not file returns.* 
In the absence of such returns, the Service has been without a 
ready basis for determining whether the Americans who fail to file 


2 Hearings Before the Subcommittee on Treasury-Post Office Departments Appropria- 
tions, 84th Cong., 2d Sess. 438 (1956). 

3 Reg. 118, See. 39.53-5. 

4 See REASONS FOR NON-COMPLIANCE, infra pp. 174-176. 
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as are, in fact, exempt or, indeed, whether such Americans even exist. 

od. The scope of the Government’s overseas tax program, then, in 

le- terms of the number of taxpayers embraced by it, will not be known 

Y- until the program has been in full operation for several years. 

n- } 


Pre-War ADMINISTRATION 


In December, 1936 an internal revenue agent arrived in Manila 
to set up an office of the Internal Revenue Service from which he 
serviced American taxpayers in the Philippine Islands and other 
i Far Eastern countries. In January, 1938 the Service opened an 

office in Paris, and in February, 1939 in London. The outbreak of 

war in Europe forced the closing of the Paris and London offices 

in 1939, and the Manila office was closed in 1941, just before Pearl 
Harbor. 

After World War II, at the request of the United States military 
commanders in the Kuropean and Far Eastern theaters, the Serv- 
'Y ice sent small teams of agents to Europe and the Pacific during the 


4 tax-filing periods to help military personnel fill out their tax re- 
q turns and to render technical assistance and advice generally. 
7 } 


In December, 1948 the Paris office was re-opened and staffed by 
7 j one internal revenue representative, who covered all of Europe 
and the United Kingdom from that city. This man, plus the tax- 
payer-assistance teams which went abroad for a few months dur- 
ing each filing period, made up the Service’s postwar foreign tax 
v program—except for an occasional trip abroad by an agent work- 


d } ing on a particular tax case with important leads in a foreign 
og country. ‘‘I am afraid,’’ said the Commissioner in commenting on 
a / this phase of Service history, ‘‘we have been a little bit slow in 
ad carrying, well, let us say, the service of the tax department to’’® 
ll Americans abroad. 
d ; Forricn Area SuRvVEYS 
x | Information received from the Paris representative, the assist- 
, : ance teams, and other sources pointed to a relatively low level of 
y voluntary compliance by Americans abroad with United States 
: tax laws. As a result, during the 1954 filing period the Service de- 
cided to take its first penetrating look at the compliance situation 
“ abroad. Sixteen revenue agents were assigned not only to render 
. assistance but to measure carefully the degree of taxpayer-com- 
a- pliance in the countries visited. 


5 Hearings Before the Subcommittee on Treasury-Post Office Departments Appropria- 
tions, 84th Cong., Ist Sess. 478 (1955). ; 
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The agents extended assistance and compiled information in the 
American communities in representative cities in the United King- 
dom, Canada, Europe, South Africa, Central America, and the Far 
East.° They returned to the United States after several months 
with case histories ranging, at one extreme, from Americans flock- 
ing to them for assistance in preparing and filing returns and pay- 
ing their taxes to a tendency, at the other extreme, to ‘‘run for the 
hills.’ The dominant tenor of the agents’ impressions, however, 
was that there was a widespread, honest lack of understanding 
among Americans about their tax obligations to the United States. 
One comment on one phase of the agents’ work came from the 
Deputy Commissioner in testimony before Congress on January 
26, 1956:7 

To give an example, in one case . . . two agents working less than four 
months picked up in one area approximately $500,000 in delinquent taxes. 
... In this instance most of the persons involved had not filed returns and 
showed a desire to do so... . We find quite a number of cases like that. 
... the moment you are at his door he volunteers to do what he can to get 
straight. 


Reasons ror NON-COMPLIANCE 


An analysis of the reports submitted by the agents who made 
the survey revealed the following principal reasons for the very 
low level of voluntary compliance which they found in many areas: 

1. The absence of taxpayer education and assistance facilities 
abroad is probably the chief reason for non-compliance. Recent 
Commissioners, without exception, have recognized the importance 
and need for taxpayer education and assistance in the over-all 
scheme of tax administration and have given it independent pro- 
gram status, particularly during the filing periods.’ In the United 
States, in addition to the direct assistance offered in hundreds of 
Service offices, extensive taxpayer education programs are offered 
through the media of the press, radio, television, public schools, 
cinemas, magazines, and public addresses. Tax assistance in the 
United States is seldom farther away than a local telephone call; 
during January and February, 1956 Service headquarters in Wash- 


6‘*While abroad on the assistance program last year [1954] we extended the period 
of the stay of the agents ... in order to make limited investigations of what these 
people [Americans abroad] are doing and what their apparent incomes and businesses 
were.’’ Hearings, note 5 supra, at 499. 

7 Hearings, note 2 supra, at 456. 

8 See, for example, Hearings Before the Subcommittee on Treasury Department Appro- 
priations, 81st Cong., 1st Sess. 41 (1949). 
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ington, D. C. received 50,000 telephone requests for assistance. 
Also, the facilities of the Service in the United States are exten- 
sively supplemented by practicing accountants and lawyers in 
almost every community. The accessibility of these aids to tax- 
payers has been credited with contributing substantially to the 
extraordinarily high level of voluntary taxpayer compliance in 
this country, e.g., over a three-year period ending in 1948 an esti- 
mated 98 per cent of the returns filed and 95.8 per cent of the taxes 
paid each year were on a voluntary basis.® In the absence of any- 
thing resembling a taxpayer education and assistance program 
abroad, the degree to which taxpayer compliance overseas deterio- 
rated is scarcely surprising. 

2. A second reason for poor compliance, which is really sub- 
sidiary to reason number one, is the wording of section 911 of the 
Code. It contains the principal Code provisions affecting the tax 
status of United States citizens abroad. Briefly, section 911, which 
is treated extensively herein under Excuusion or Incomg, exempts 
from taxation, and makes it unnecessary even to report, income 
earned by United States subjects who have established bona fide 
residence overseas, regardless of the amount they earn. It also 
exempts—up to $20,000 a year—income earned by United States 
subjects abroad who, while they have not established bona fide resi- 
dence, have worked in one or more foreign countries for at least 
510 days during a period of 18 consecutive months. These exclu- 
sions from income apply only to earned income, which is defined 
by section 911 as ‘‘wages, salaries, or professional fees, and other 
amounts received as compensation for personal services. .. .’’ All 
other income, e.g., from dividends, rents, and capital generally, is 
taxable, regardless of the status of the taxpayer’s residence over- 
seas. Because section 911 contains such phrases as ‘‘shall not be 
included in gross income’’ and ‘‘shall be exempt from taxation,”’ 
taxpayers who receive—or think they receive—income exempted 
under section 911 feel they do not have to file returns reporting that 
income.’ The surveys disclosed that large numbers of Americans 
overseas honestly believe that simply because they receive income 
while abroad, they do not have to pay taxes; consequently, they 
file no returns; and if they do not file returns, the Service cannot 
readily determine whether they qualify for section 911 benefits. 
The problem and a possible solution were described to a Congres- 


9 Hearings, note 8 supra, at 42. 
10 J.T, 2286, V-1 Cum. BuLL. 52 (1926). 
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sional group recently by the Assistant Commissioner (Technical) 
in these terms: ™ 

The law [section 911] also says that the exempt income is excludable 
from gross income which means that the taxpayers do not even have to take 
it into account in determining whether to file a return. We have under con- 
sideration, and the Treasury Department is reviewing it, a recommendation 
that the Congress change the law so as to make that a deduction from gross 
income, rather than a complete exclusion, in which event taxpayers would 
be required to show the exempt income on their returns, even though they 
were permitted to deduct it... .I just did not want the impression to be 
left that all income earned outside the United States was necessarily, ipso 
facto, exempt. 


3. The lack of an organized, systematic, and integrated program 
for the audit of tax returns filed by Americans abroad and can- 
vassing for delinquent returns is another cause for the breakdown 
of overseas taxpayer compliance. To the extent that there was an 
audit program for these returns, it was fragmented among the 64 
districts of the Service. Under section 6091 and the applicable 
Regulations, taxpayers filed, and still file, their returns in the in- 
ternal revenue district in which they mzintain their ‘‘legal resi- 
dence or principal place of business. .. .’’; those who have no par- 
ticular legal residence or place of business in the United States 
are required to file in the Baltimore district. Under such circum- 
stances, a coordinated or integrated audit program was out of the 
question. Today, however, the Service is having its District Direc- 
tors send returns filed from overseas to the International Opera- 
tions Division in Washington, D. C.”* and achieving an integrated 
audit program in that way. 

4, As a program, canvassing for delinquent returns was spotty 
at best and was undertaken only in the last couple of years by 
members of the tax assistance and survey teams which went abroad 
during the filing period. 

In short, the almost total absence of organized front-line enforce- 
ment for American taxpayers overseas, plus the lack of taxpayer 
assistance, contributed to the low level of voluntary compliance. 


PRESENT ORGANIZATION AND ProcRAM 


On August 22, 1955, the Service established the International 
Operations Division, and assigned to that Division the responsi- 


11 Hearings, note 2 supra, at 455; emphasis added. The Subcommittee on Internal 
Revenue Taxation, House Ways and Means Committee, held hearings beginning Nov. 19, 
1956 on Treasury’s proposal to amend section 911. 

12 Rey. Rul. 55-171, 1955-1 Cum. Bub. 80, as amended, Rev. Proc. 56-18, 1956 Inv. 


Rev. Buu. No. 24, at 125. 
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bility for executing a comprehensive, integrated tax program for 
Americans overseas. Specifically, the Division was given ‘‘pri- 
mary responsibility for the administration of the United States 
internal revenue laws in all areas of the world outside the conti- 
nental United States, the territories of Alaska and Hawaii, and 
the possessions of Puerto Rico, the Virgin Islands and the Canal 
Zone.’’ ** On August 1, 1956, Puerto Rico, the Virgin Islands, and 
the Canal Zone were added to the territory covered by the Inter- 
national Operations Division.” Among the functions assigned to 
the new Division are: *® 


The taking of .. . action to maintain a satisfactory level of voluntary tax 
compliance among United States taxpayers residing, located or doing busi- 
ness in the geographical areas assigned ; and 

The audit of returns of nonresident taxpayers, the collection of delin- 
quent accounts of such nonresidents . . . the conduct of surveys and in- 
vestigations concerning delinquency and evasion in the assigned areas, the 
conduct of military and other taxpayer education and assistance programs 
abroad .. . the executive direction of service personnel temporarily detailed 
or permanently stationed in the assigned areas... . 


Headquarters of the International Operations Division is in 
Washington, D. C. It is headed by a Director who reports to the 
Assistant Commissioner (Operations). The Commissioner has dele- 
gated to the Director of the Division all of the authority vested in 
District Directors by Regulations and Delegation Orders.” 

The main emphasis of the overseas program administered by the 
International Operations Division is on achieving maximum volun- 
tary compliance.'* In that sense the Service’s overseas program is 
no different than its domestic program. The fact of the matter is 
that federal tax administration in the United States—and now 
overseas—rests largely on a base of voluntary compliance with 
our system of ‘‘self-assessment.’’*® The overseas program, then, 
has none of the characteristics of a ‘‘drive.’’ 


18 Rev. Proc. 55-2, 1955-2 Cum. Bunu. 898, as amended, Rev. Proc. 56-18, 1956 Int. 
Rev. Buu. No. 24, at 125. 

14 Ibid. Federal tax l:\"s in Hawaii and Alaska are administered under the Regional 
Commissioner of Internal Revenue, San Francisco. 

15 1956 Int. Rev. Buuu. No. 37, at 101. The responsibility of the International Opera- 
tions Division does not include the administration of federal alcohol and tobacco taxes. 

16 Supra note 13. 

17 1956 Int. Rev. Buu. No. 22, at 22. 

1s‘¢A lot of our overseas people are not aware of what the requirements are for 
filing a tax return, and that is going to be our general approach’’ and revenue agents 
abroad will undertake to ‘‘promote as much voluntary compliance as they can.’’ Hear- 
ings, note 2 supra, at 437 and 443. 

19 Hearings, note 8 supra. 
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The tax program which the new Division carries to our overseas 
taxpayers is substantially similar to the program administered by 
any one of the 64 internal revenue districts. Collections, audit, in- 
telligence, and taxpayer education activities form the main bases 
for the program, which covers principally income, estate, and gift 
taxes. 

The new Division has its own permanent staff of internal revenue 
representatives in its overseas posts—Ottawa, Paris, Frankfurt, 
Manila, the Panama Canal Zone, and Puerto Rico—who carry out 
the basic audit function of examining, on the ground, the returns 
of our overseas taxpayers. These men also conduct collateral audits 
and investigations requested by revenue offices in the United States 
in connection with cases on which the latter offices are working. 
This staff is supplemented by teams of agents drawn from dis- 
trict offices who are detailed to the International Operations Divi- 
sion and sent abroad to render assistance to taxpayers during the 
filing period. The overseas staff is also reinforced by a small group 
of agents permanently assigned to the Division’s Headquarters in 
Washington, D. C. who, in addition to performing technical duties 
of a planning, research, and review character in Washington, D. C., 
are available for temporary assignment abroad to work on com- 
plex, protracted tax investigations. An important part of the audit 
function is performed at Division Headquarters by a group of tech- 
nicians who work on returns which can be audited, as it were, by 
correspondence between the technicians and the taxpayers. 

Tax fraud cases are worked on by the Division’s revenue agents, 
assisted by hand-picked special agents. 

The taxpayer education phase of the program is developed by 
the International Operations Division jointly with the Service’s 
Public Information Division and is carried out abroad on a con- 
tinuing basis by the overseas personnel of the International Oper- 
ations Division, assisted by the State Department. 

The new Division is also the focal point of a two-way flow of 
exchange of data between the United States and foreign govern- 
ments with whom we have entered into tax treaties.*° Under the 
treaties, United States corporations and other organizations file 
information returns with the Service, reporting the identities of 
non-resident alien individuals and corporations to whom they have 
made payments, e.g., dividends, salaries, commissions, and the like, 
and the amounts of such payments. The Division uses this informa- 
tion as a basis for auditing federal tax returns filed by the non- 


20 T.D. 6055, 1953-2 Cum. BULL. 77. 
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resident alien individuals and corporations and, in addition, sends 
the information to the treaty countries for use there in auditing 
the returns filed by the non-resident aliens in their home countries. 
The treaty powers perform the same service for the United States 
Government, i.e., report to the International Operations Division 
payments received by United States taxpayers, here and abroad, 
from sources within the treaty countries, and the Division trans- 
mits this information to the 64 districts and to its own audit group, 
as appropriate, for use in auditing the income tax returns filed by 
such United States taxpayers. 

The new Division carries out for the United States, through the 
64 district offices, treaty provisions calling for mutual assistance 
in the collection of taxes assessed by and owing to certain treaty 
countries. Thus, the International Operations Division assists 
Sweden, for example, in collecting taxes owed to Sweden by a 
Swedish national residing in the United States, and the Swedish 
Government reciprocates this service for the United States Gov- 
ernment with respect to American citizens living in Sweden. 

Finally, the International Operations Division is the principal 
point of contact, on matters affecting the Service’s overseas tax 
operations, between the Service and other Government agencies, 
particularly the Department of State, and with private individuals 
and organizations. 


Excuiusion or IncomE 


The tax laws administered by the International Operations Divi- 
sion are, of course, the same tax laws administered by the Service 
generally in the United States, 7.e., the Internal Revenue Code. In 
cases where the law applies overseas, it applies with full force. 
There is, however, one section of the Code, section 911, which, in 
effect, broadly divides Americans abroad into two classes with 
respect to the income tax provisions: those who are liable and those 
who are not liable for federal income taxes. Section 911 thus takes 
on transcendent importance in the overseas administration of 
United States tax laws and deserves extensive treatment here. 


History 


Congress, in three sections of the Code, has extended preferen- 
tial tax treatment on income received from sources outside the 
United States. By section 931 tax advantages are bestowed upon 
individual United States citizens and domestic corporations whose 
income comes largely from possessions of the United States. Sec- 
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tion 921 offers tax benefits to domestic corporations who do busi- 
ness in countries in the Western Hemisphere other than the United 
States. Finally there is section 911 which receives primary atten- 
tion from the overseas agents of the Service in determining whether 
or not individuals are subject to our income tax laws. 

Section 911 expressly extends its benefits to individuals only and 
not to corporations or any other taxable entities, and the indi- 
viduals must be United States citizens; the section does not cover 
a resident alien, even though he has taken out his first citizenship 
papers,” nor a resident alien temporarily in a foreign country, 
even though he meets all the other requirements.” 

Until 1925 individual United States citizens received the same 
tax treatment, regardless of where they lived or worked, that is, 
in or outside of the United States. The first break in this pattern 
came with the enactment of the Revenue Act of 1926.7° Section 
213(b) (14) of that Act generally made non-taxable or excludable 
the income earned by an individual United States citizen during a 
period in a foreign country for more than six months of the tax 
year. The Congressional purpose then and now for giving this tax 
advantage to Americans residing overseas was to stimulate and 
promote American foreign trade, a fact which courts still advert 
to and depend on, as will be seen, in determining questions on the 
bona fides of foreign residence of a taxpayer claiming the benefits 
of section 911. ; 

Section 213(b) (14) took effect for taxable years—calendar and 
fiseal—beginning after December 31, 1924. The section became sec- 
tion 116(a) in the 1928 Revenue Act, and by the 1932 Revenue Act 
its substance was changed to remove from the favored class citizens 
whose earned income came from the United States Government 
‘for any agency thereof.’’ 

Two substantive changes were made in section 116(a) by sec- 
tion 148(a) and (b) of the 1942 Revenue Act. First, in section 
116(a)(1), the six-month period of foreign residence, which for- 
merly was enough to enable the taxpayer to exclude income earned 
overseas, was extended to require the taxpayer to establish that 
he was a bona fide resident of a foreign country or countries dur- 
ing an entire taxable year. This did more in most cases than simply 
double the required period of residence overseas from six months 


21 Special Ruling, Sept. 23, 1940, 403 CCH { 6510. 
22 L, E. L. Thomas, 33 B.T.A. 725 (1935). 


23 44 Stat. 829 (1925). 
24 H.R. Rep. No. 1, 69th Cong., 1st Sess. 7 (1926); Hearings Before the House Com- 
mittee on Ways and Means on Revenue Revision, 68th Cong., 2d Sess. 176 (1925). 
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to a year. Formerly, if the taxpayer filed on a calendar year basis, 
he could qualify with only six months of foreign residence during 
the tax year, e.g., July 1 through December 31. Under the 1942 
version of section 116(a)(1), the taxpayer had to live abroad dur- 
ing an entire tax year to escape taxation of income earned by him 
that year; the exclusion did not apply to income earned during the 
partial year in which he established his foreign residence or to 
income earned during the year in which he ended such residence, 
except under certain conditions, noted below. Thus, if the taxpayer 
established his foreign residence on January 14, 1944 and departed 
for the United States on December 30, 1945, almost two years later, 
he did not qualify for any exemption because he did not reside in 
the foreign country or countries for one whole taxable year; had 
he departed on, say, January 7, 1946, his 1945 earned income would 
be exempt, but not his 1944 or 1946 income. 

Second, Congress added subdivision (a) (2) to section 116. Under 
this subdivision, if the taxpayer resided abroad for at least two 
years and then changed his residence back to the United States, his 
earned income attributable to that part of the period before the 
date on which he changed his residence back to the United States 
was exempt from tax, but the earned income he received from 
abroad in that portion of the tax year in which he established his 
foreign residence was includable. Thus, a taxpayer could establish 
a foreign residence in July, 1943 and remain abroad as a bona fide 
resident until August 31, 1945, in which event no part of his 1943 
earned income would be tax exempt as a result of his foreign resi- 
dence, but all of his 1944 earned income and the earned income he 
received which was attributable to his residence abroad through 
August 31, 1945 would not be taxable. The 1942 Revenue Act 
amendments applied to tax years beginning after December 31, 
1942. 

The Revenue Act of 1951 made substantial changes in section 
116(a)(1) and (a) (2). Section 116(a)(1) was liberalized to permit 
taxpayers to exclude all income earned from sources outside the 
United States during a bona fide residence abroad, provided the 
taxpayer has such residence for at least a whole taxable year. In 
other words, this change exempted income earned abroad during 
that part of the year in which the taxpayer established his foreign 
residence—formerly includable—as well as the income earned dur- 
ing that part of the year in which he ended his foreign residence, 
even though he was not abroad for two va as required under 
the 1942 Act. 
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Section 116(a)(2) of the 1942 Act was dropped altogether and 
replaced by a new provision whereby Congress exempted all in- 
come earned by a United States citizen ‘‘who during any period of 
18 consecutive months is present in a foreign country or countries 
during at least 510 full days in such period.’’ Thus, the test of mere 
physical presence in a foreign country was added to the law which, 
in section 116(a)(1), retained the old bona fide residence test. 
There were two principal reasons for the physical-presence test: 
first, ‘‘the term ‘bona fide’ residence abroad has been construed 
strictly [by the Service] with the result that many persons who 
have gone abroad to work even for a relatively long period of time 
have been unable to meet the test of ‘bona fide resident’ of a for- 
eign country’’;*> and second, to make it attractive, tax-wise, for 
American ‘‘managers, technicians, and skilled workmen’’ to go 
abroad under President Truman’s Point Four program for limited 
periods of time—‘‘from 18 to 36 months to complete specific proj- 
ects’’—during which they either could not or did not wish to estab- 
lish bona fide residence in a foreign country.”® Section 116(a) (2) 
became effective with the tax year beginning after December 31, 
1950. 

The new physical-presence test no doubt worked out very well 
for American ‘‘managers, technicians, and skilled workmen’’ and 
probably induced a lot of them, as Congress expected, to go over- 
seas under Point Four. Others, however, who did not figure in Con- 
gress’ expectations, were quick to see the tax advantages of section 
116(a)(2). Movie stars, in particular, took advantage of the new 
section and in some cases spectacularly abused it. ‘‘One of our 
prominent actors,’’ said Congressman King of the House Ways 
and Means Committee, ‘‘recently completed a picture in Mexico 
... Which took approximately six weeks [for which] he will receive 
a salary of $275,000. ... Presuming that he remains outside the 
U. 8S. for the 17 months, as required, this salary, along with any 
other that he earns in this period, will be tax-free. Another actor 
is completing a sojourn of 18 months in England, France and other 
Kuropean countries, during which period he earned some $600,000, 
all of which will be tax-free.’’ °° The House voted outright repeal 
of section 116(a)(2), but the Senate Finance Committee was ‘‘of 
the opinion that the House action was too harsh, since it would re- 
move the exemption in the case of many bona fide technicians whose 

25 §.REpP. No. 781, 82d Cong., Ist Sess. 53 (1951). 


26 Ibid. 
27 99 Cona. Rec. A1856 (1953). 
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services are needed abroad to complete specific projects.’’ * The 
Senate prevailed, and in 1952 Congress wrote into section 116(a) 
(2) a provision limiting to $20,000 the amount of income excluded 
under the physical-presence test, effective with tax years beginning 
after December 31, 1952. 

In the comprehensive overhauling of the revenue laws during 
1954, section 116 became section 911, but remained substantially 
unchanged otherwise. Section 911(a) (1) contains the bona fide resi- 
dent-of-foreign-country test and section 911(a)(2) the presence-in- 
foreign-country test. 


CoNSTITUTIONALITY 


The constitutionality of section 911 and its legislative fore- 
runners going back to the 1926 Revenue Act has never been directly 
questioned. In fact, the tax exemption bestowed by section 911 is 
considered ‘‘a pure matter of legislative grace.’’ *® 

Constitutional questions have been raised, however, about the 
authority of Congress to extend its taxing powers to reach Ameri- 
cans residing or even domiciled abroad. Congress’ power to impose 
a use tax on a yacht which was built in a foreign country and owned 
and used by an American exclusively in foreign and international 
waters was upheld in United States v. Bennett.*° The taxpayer con- 
tended that the limitations which the Court had placed on the states 
from taxing property in other states applied to the United States. 
The limitation on the states, however, said the Court, came ‘‘from 
the fact that ... it is impossible for one State to reach out and tax 
property in another without violating the Constitution, for when 
the power of one ends the other begins. But this has no application 
to the Government of the United States so far as its admitted tax- 
ing power is concerned. It . . . knows no restriction except where 
one is expressed in or arises from the Constitution and therefore 
embraces all the attributes which appertain to sovereignty in the 
fullest sense.’’* The taxpayer also contended that a sovereign’s 
power to tax was limited by the extent to which the sovereign could 
extend its benefits and protection. The Court dismissed this con- 
tention as confusing ‘‘the scope and extent of the sovereign power 
of the United States as a nation [with] its relations to its citizens 
and their relations to it. It presumes that government does not 
by its very nature benefit the citizen and his property wherever 


28 Supra note 27, at 11069. 

29 Comm’r vy. Swent, 155 F.2d 513 (4th Cir. 1946), cert. denied, 329 U.S. 801 (1947). 
80 232 U.S. 299 (1914). 

81 United States v. Bennett, supra note 30, at 306. 
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found.’’ ** Thus, the Court held, in substance, that the authority of 
Congress to tax was not and could not be made dependent on the 
situs of the object of taxation, and that it was not and could not be 
made dependent on the domicile of a taxpayer who is an American 
subject. 

The constitutionality of taxation of income of a United States 
citizen residing abroad was upheld in Cook v. Tait.** Here the tax- 
payer was a domiciliary of Mexico, and the income on which the 
tax (under the 1921 Revenue Act) was imposed came from his 
property situated in Mexico. In upholding the imposition of the 
tax, the Court relied heavily on United States v. Bennett, adding 
that the United States Government ‘‘by its very nature benefits 
the citizen and his property wherever found.... The... citizen 
who is taxed may have domicile, and the property from which his 
income is derived may have situs, in a foreign country and the tax 
[is] legal—the government having power to impose the tax.’’ * 

The Fourth Cireuit Court in Commissioner v. Swent reacted to 
the constitutional question in these flat terms: ‘‘. .. There is no 
question as to the power of the United States to tax income earned 
(abroad) by Swent.’’ ** 

The Bennett and Tait opinions are in harmony with the view of 
text writers on international law, who maintain that a sovereign 
has inherent power to impose income taxes on its non-resident citi- 
zens regardless of the sources from which their income is derived.*® 


RESIDENCE AND PresENCE Tests Unper Section 911 


There are two tests, under either of which an individual United 
States citizen can qualify for section 911 tax relief. Basically, the 
tests are unrelated, except for a few common points: the taxpayer 
has to earn the excludable income in a foreign country or countries, 
and a foreign country for purposes of section 911 ‘‘means territory 
under the sovereignty of a government other than that of the 
United States. ... It does not include a possession or territory of 
the United States.’’; *7 the income must be ‘‘earned income’? as 
distinguished, for example, from income derived from capital; and 


82 Id. at 307. 

88 265 U.S. 47 (1924). 

84 Cook v. Tait, supra note 33, at 56. 

85 Supra note 29, at 517. 

36 1 OPPENHEIM, INTERNATIONAL LAW § 145 (1st ed. 1905); Bar, INTERNATIONAL LAW 
247 (2d ed. 1892); Srory, Conriict or Laws 21, 22, and 682 (8th ed. 1883). 

87 Reg. 118, Sec. 116-1(b) (7). 
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the income, under either test, must not be paid by ‘‘the United 
States [Government] or any agency thereof.’’ ** 

The first test—in section 911(a)(1)—requires the taxpayer to 
establish a bona fide residence abroad. The test tends to become 
somewhat subjective and, as might be expected, has been frequently 
litigated. Qualifying under section 911(a)(1) is well worth the 
struggle, because it permits the taxpayer to escape payment of 
income taxes on every dollar of his earned income which is attrib- 
utable to services performed in foreign countries. 

The second test—section 911(a)(2)—deals not with bona fide 
residence but with mere presence in a foreign country or countries. 
Here the test is strictly objective, requiring only that the taxpayer 
live and earn his income in a foreign country or countries during 
510 full days (roughly 17 months) falling within a period of 18 con- 
secutive months. Section 911(a)(2) looks deceptively simple and 
gives the impression that questions under it can be settled by little 
more than reference to a calendar. Actually, however, there are 
some fine points in this provision and some potentially difficult 
problems still unresolved. It is a relatively new provision of law, 
and there have been no reported cases dealing with it. The rewards 
for qualifying under section 911(a) (2) are completely satisfactory 
to most taxpayers, but it does have one drawback for the upper- 
bracket taxpayer—‘‘the amount excluded under this paragraph 
[per] taxable year shall not exceed $20,000.’’ *® Everything over 
$20,000 is taxable. 

The following discussion on section 911(a)(1) and (a)(2) is not 
intended to serve as an exhaustive treatment of the problems in- 
volved but only to characterize them generally and point up some 
of the problems. 


Bona Fine Resence—Section 911(a) (1) 

Any discussion of the meaning of ‘‘bona fide residence’’ under 
section 911 can be narrowed and perhaps simplified at the outset 
by making it clear that it does not mean the same thing as ‘‘domi- 
cile.’’ ‘‘It is quite clear,’’ said the Court in Myers v. Commis- 
sioner,” ‘‘that, in the tax statute before us [section 116(a)], resi- 


88 T.R.C. § 911(a) (1954). If the taxpayer, as an individual or member of a partner- 
ship, contracts directly with the United States Government for the performance of work 
overseas, income received under the contract is treated as income from the United States 
and is includable in gross income. Leif J. Sverdrup, 14 T.C. 859 (1950); Rev. Rul. 
54-483, 1954-2 Cum. Butt. 168. 

89 T.R.C. § 911(a) (2) (1954). 

40 180 F.2d 969, 971 (4th Cir. 1950). 
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dence is used in the limited sense as contrasted, rather than syn- 
onymous, with domicile.’’ And in Commissioner v. Swent the Court 
states: #1 ‘‘ ‘Residence’ simply requires bodily presence as an in- 
habitant in a given place, while ‘domicile’ requires bodily presence 
in that place and also intention to make it one’s domicile.’’ In 
White v. Hofferbert it was held: * ‘‘. . . ‘residence’ is not equiva- 


lent to ‘domicile.’ .. . In the instant case the taxpayer clearly re- 
tained his domicile in Baltimore . . . where he ultimately expected 
to return to live. .. . But this is not inconsistent with his having 


obtained a bona fide residence in a foreign country for the tax 
years in question.”’ 

Although there is apparent agreement on this point—residence 
and domicile do not mean the same thing—courts have reached 
varying conclusions on the meaning of ‘‘bona fide residence,’’ for 
they apply different, although not conflicting, philosophies of con- 
struction. One philosophy produces a strict result while the other 
effects a liberal construction. Commissioner v. Swent, for example, 
illustrates the policy used in the strict construction: ‘‘The exemp- 
tion statute [section 116(a)] is thus a pure matter of legislative 
grace, and such statutes should be construed strictly against the 
taxpayer claiming the statutory exemption.’’ ** More frequently, 
however, courts have based their conclusions on the purpose of 
section 911 (and its predecessor provisions), with more satisfac- 
tory results for the taxpayer. In Meals v. United States ** the Court 
explained, in finding a bona fide residence for the taxpayer, that 
Congress granted the exemption to induce Americans to go ‘‘abroad 
in order to compete in foreign markets for goods and services 
... to develop American enterprises abroad.’’ The Court assumed 
that Americans overseas were saddled with additional expenses 
arising from higher medical bills due to health hazards, tuition 
for private schools for their children, travel from and to the United 
States, and the like. Finally, the Court took into consideration the 
fact that Congress ‘‘sought to embrace in the term ‘bona fide resi- 
dent’ all whose assimilation into foreign life was sufficient to 
expose them to the [financial] burden of adjusting to the foreign 
environment.’’ * 

Intent is highly persuasive in establishing bona fide residence. 


41 Comm’r v. Swent, supra note 29, at 517. 

42 80 F.Supp. 457 (D.Md. 1950). 

43 Supra note 29, at 515. 

44110 F.Supp. 658 (N.D. Cal. 1953). 

45 Meals v. United States, supra note 44, at 661. 
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In Leonard Larsen * the Court held that the taxpayer qualified as 
a bona fide resident because, inter alia, he ‘‘had determined to make 
a career of foreign employment’’ even though he had made no 
attempt during the period in question to take his wife with him 
or to participate in the social and cultural life of the country. 
Intent also figured prominently in Leigh White.** White, a news- 
paper correspondent in Europe where he had set up a bona fide 
residence, was recalled to the United States on May 27, 1946 for 
transfer to the Orient. White desired to return to Europe, but his 
employer gave him no alternative. White thought it over while in 
the United States and on July 8, 1946 decided to leave his employ 
and remain here. The question was when his bona fide residence 
ended—on May 27, 1946, when he was recalled to the United States, 
or on July 8, 1946, when he made up his mind to stay in the United 
States. The Court held that his bona fide residence in Europe ended 
on July 8th, because on May 27 ‘‘and for some weeks thereafter 
the petitioner did not have the intention not to return, which is 
required to convert a physical departure from the country to an 
abandonment of ‘residence’ therein.’’ *% 

Short trips back to the United States for business or pleasure 
are uniformly held not to jeopardize or interrupt bona fide resident 
status.*® Lack of a fixed abode in a foreign country or countries is 
not essential for bona fide residence, provided, of course, the tax- 
payer is abroad working, as distinguished from sightseeing, and 
otherwise meets the requirements.” Ultimate intention to return 
to the United States will not per se jeopardize bona fide residence.™ 

The degree to which the taxpayer immerses himself in the social 
and cultural life of the foreign community is a fairly important 
consideration in determining bona fide residence. In Evans v. 
United States * the taxpayer lived on an island (Bahrein) in the 
Persian Gulf, had his meals and lodgings (barracks type) fur- 
nished by his United States employer, the substantial part of his 
pay deposited by the employer in a California bank, and in fact 
worked in an area which was physically enclosed, with only limited 


46 23 T.C. 599 (1955). 

47 22 T.C. 585 (1954). 

48 Leigh White, supra note 47, at 592. 

49 White v. Hofferbert, supra note 42; David E. Rose, 16 T.C. 232; see also Reg. 118, 
Sec. 39.116-1(2). 

50 Swenson v. Thomas, 164 F.2d 783 (5th Cir. 1947). 

51 White v. Hofferbert, supra note 42; see supra note 50. 

52101 F.Supp. 436 (E.D. Mo. 1951). 
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opportunity for him to leave. Under these circumstances, he failed 
to meet the Court’s concept of the bona fide-residence test. Simi- 
larly, in C. Francis Weeks, the taxpayer lived abroad under some- 
what similar conditions, with meals and lodgings furnished, but 
in addition worshipped at a local church and joined a gymnasium. 
However, the latter two factors did not aid in establishing bona 
fide residence. In Meals v. United States, on the other hand, even 
though the taxpayer’s employer arranged for him to receive lodg- 
ing and food from the United States Army, and he had Army PX 
privileges, the Court found he was a bona fide resident of Germany, 
noting particularly that his work was largely with German civilians 
and that he had ‘‘entered into the social life of the community to 
such an extent that he married a German girl.’’ An interesting 
sidelight in the Meals case is that the Government, straining to 
support its position that Meals had not established bona fide resi- 
dence, employed the argument that Meals had not after all applied 
for German citizenship. ‘‘This fact,’’ said the Court, ‘‘is utterly 
immaterial. ... [The law] was intended to encourage [American 
citizens] to develop American enterprises abroad, not to transfer 
their allegiance to a foreign state.’’ ™* 

A taxpayer’s claim to bona fide foreign residence, as one might 
assume, is always reinforced by a showing that he was accompanied 
by his wife and children, or that he tried to but could not obtain 
accommodations for them. The company of his family is not, how- 
ever, an essential element in establishing bona fide residence. In 
Leonard Larsen, the taxpayer did not take his wife along and made 
no attempt to do so; moreover, he did not participate in the social 
or cultural life of the foreign country. Nevertheless, he qualified 
for bona fide residence, it will be recalled, because the Court found 
that he ‘‘had determined to make a career of foreign employment.”’ 

Generally, earned income which the taxpayer receives in the 
United States but which is attributable to the period of his bona 
fide residence overseas is excludable under Revenue Ruling 55-497. 
There the Service ruled on the case of an insurance salesman who 
established a bona fide residence abroad which he gave up about 
four years later when he returned to the United States. The ques- 
tion was whether his ‘‘first year’’ and ‘‘renewal’’ commissions, 
some of which he received after his return to the United States, 
were excludable and taxable in the portion of his tax year begin- 


5316 T.C, 248 (1951); see also Dudley A. Chapin, 9 T.C. 142 (1947). 
54 Meals v. United States, supra note 44, at 66. 
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ning with his return and in subsequent years. The commissions 
were held to be tax-free: © 


‘*Renewal’’ commissions represent additional compensation for personal 
services previously rendered. Although an insurance salesman may have no 
contractual right to such commissions until the policy holders remit renewal 
premiums, such rights as he does have exist by reason of the fact that he 
originally procured the insurance contract. It is therefore held that ‘‘re- 
newal’’ commissions on insurance policies written by the taxpayer during 
a period when he was a ‘‘bona fide resident’’ of or ‘‘physically present’’ 
in a foreign country or countries are attributable to such period. 

Thus, ‘‘first year’? and ‘‘renewal’’ commissions received by a United 
States citizen for life insurance policies written during a period of bona fide 
foreign residence would, under Section 911(a) (1) of the Code, be excludable 
from gross income whether received before or after returning to the United 
States. 


Similarly, Revenue Ruling 55-294 stated: 


...A pension ... paid from the current operating funds of the domestic 
employer direct to a retired United States citizen on account of . . . services 
. .. while the latter was a ‘‘bona fide resident of a foreign country or coun- 
tries’. . . constitutes, in its entirety, ‘‘earned income’’.. . and is therefore 
wholly excludable from the gross income of the pensioner. . . 


In the same tenor, a bona fide resident who returns to the United 
States on furlough—even for as long as a year—is entitled to ex- 
clude his furlough pay received while in this country, and this is so 
despite the fact that he does not, at the end of his furlough, return 
to the foreign country.” 

The Service has summed up, in broad language, its view on bona 
fide foreign residence in Revenue Ruling 55-171: 


No specific rule can be stated for determining whether a United States 
citizen is a bona fide resident of a foreign country. ... The intention of the 
taxpayer to establish a bona fide residence in a foreign country may be evi- 
denced by words and acts, but where they conflict, more emphasis will be 
placed on the acts than on the words. Generally, a citizen who goes to a 
foreign country for a definite purpose, which is of a temporary nature, and 
who returns to the United States after it has been accomplished, is not a 
bona fide resident of such foreign country. However, if his purpose is of 
such a nature that an extended and indefinite stay may be necessary for its 
accomplishment, and to that end he establishes residence in the foreign 
country, he may be a bona fide resident of such foreign country... . For 
example, American citizens who go to foreign countries to work on construc- 
tion projects, which are obviously of a temporary nature, cannot be classi- 
fied as bona fide residents of such countries . . . even though they remain 


55 Rev. Rul. 55-497, 1955-2 Cum. Buu. 292, 293. 
56 1951-1 Cum. BULL. 368. 

57 Rey. Rul. 55-464, 1955-2 Cum. Bux. 291. 

58 1955-1 Cum. BULL. 80, 82. 
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abroad for an entire taxable year or longer. . . . However, citizens of the 
United States who are permanently assigned to foreign divisions of business 
concerns and who establish and maintain their residence in a foreign coun- 
try or countries for a period of indefinite duration may be classified as bona 
fide residents . . . for the purpose of Section 911(a)(1).... 


PRESENCE IN A ForeiIGN Country—Section 911(a) (2) 


Under the presence-in-a-foreign-country test of section 911(a) 
(2), no element of bona fide residence is involved. To qualify for 
relief—up to a maximum of $20,000 of earned income in any tax- 
able year—the taxpayer is required only to derive his earned in- 
come in the foreign country or countries within at least 510 days 
(17 months) during any period of 18 consecutive months. In other 
words, the law gives the taxpayer 18 consecutive months during 
which he can acquire the necessary 510 days on foreign soil in 
which to qualify. 

As a simple illustration, if the taxpayer arrives in England from 
the United States on June 30, 1954, begins private employment the 
next day at an annual rate of $18,000, and he departs England for 
the United States on January 1, 1956, having earned and received 
a total of $27,000 during his 18 months in England—$9,000 in 1954 
and $18,000 in 1955—the entire amount is excludable under section 
911(a)(2). The taxpayer has earned under $20,000 a year in pri- 
vate employment while present in a foreign country for 510 days 
during an 18-consecutive-month period. Assume the same facts, 
except that the taxpayer departs England on December 1, 1955. 
The taxpayer nevertheless qualifies, because he spent at least 510 
days on foreign soi during a period of 18 consecutive months. 
Taking the same facts again, with the exception that the taxpayer 
departs England on November 15, 1955, the taxpayer does not 
qualify, because he spent less than 510 days in the foreign country; 
for failure to qualify, he ‘‘loses’’ everything tax-wise: his foreign- 
earned income acquired in the last six months of 1954 and the first 
11-1/2 months in 1955 is all includable and taxable at full rates. 

In deciding the close cases, the definition of a ‘‘day’’ becomes 
important. The Regulations provide ‘‘The term ‘full day’ means, 
not any 24-consecutive-hour period, but a continuous period of 
twenty-four hours commencing from midnight and ending with the 
following midnight.’’ °° Thus, if the taxpayer arrives in the foreign 
country after the stroke of midnight, his first day is lost and his 
period of qualifying days does not start running until the follow- 
ing midnight. 


59 Reg. 118, See. 39.116-1(b) (10). 
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The taxpayer can ‘‘lose’’ qualifying days, generally, in one of 
two ways: by returning to the United States or any of its terri- 
tories or possessions even for an instant, or by traveling over or 
through international waters for more than 24 hours. For example, 
an American working in Canada departs there by plane and arrives 
in Bermuda after a non-stop flight on the same day. If his plane 
flies over any United States territory, he loses that day and his 
next qualifying day does not begin until the following midnight. 
Had his plane skirted the United States, he would not have lost the 
day. If the same taxpayer makes the same trip by ship, though the 
ship is outside United States waters all the way, he loses all the 
time he was en route by ship, i.e., the day of departure, the days at 
sea, and the day of arrival. The rule that the taxpayer loses a day 
by travel over or through international waters for more than 24 
hours accents the point that he must be im a foreign country, not 
merely outside the United States, to acquire his qualifying days. 
It is possible to travel over international waters from one calendar 
day into the next without losing any time, provided the trip is be- 
tween foreign countries and takes less than 24 hours. For example, 
the taxpayer loses no day or days if he departs Tokyo by plane at 
eleven o’clock one night and arrives in Hong Kong at eight o’clock 
the next morning. 

Section 911(a) (2), as indicated, limits the amount of excludable 
earned income of $20,000 during the taxable year. Thus, a tax- 
payer, who meets the physical-presence test and earns, say, $26,000 
in the tax year in question, must report and pay a tax on only 
$6,000 thereof. Where (and this is true in most cases) the qualify- 
ing period comprises only part of a taxable year, the tax liability 
is worked out by an equation which section 911(a)(2) expresses in 
the following terms: 

... If the 18 month period does not include the entire taxable year, the 
amount excluded . . . for such taxable year shall not exceed an amount 
which bears the same ratio to $20,000 as the number of days in the part of 
the taxable year within the 18 month period bears to the number of days 
in such year. 

This language can be illustrated by three figures set up in the fol- 

lowing simple equation: 

Number of days in part of tax year 

falling within the 18-month period x $20,000 — Maximum amount 
excludable 





Number of days in tax year of 
receipt 

The equation is simplified by the fact that two of the three figures 
are constants: the denominator (representing the number of days 
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in the tax year) and the multiplier (which is always $20,000). The 
only variable is the numerator, which reflects the number of days 
in the part of the tax year falling within the 18-month period. Rev- 
enue Ruling 55-171 illustrates the application of the formula: © 

. . @ taxpayer was present in a foreign country 510 full days during 
the 18 month period ending June 30, 1954. . . . During the calendar year 
1953 he received $26,000, and [from] January 1, 1954 through June 30, 
1954, he received $13,000 as salary. If the taxpayer reports on a calendar 
year basis . . . $20,000 of the $26,000 received during 1953 would be ex- 
eludable, and only $9,917.81 (181/365 of $20,000) would be excludable in 
1954. The balance of $6,000 would be includable . . . for 1953 and $3,082.19 
for 1954.... 


Section 911(a)(2)—and a strict, literal application of the equa- 
tion—carries within it a snare for the unwary taxpayer. Assume 
that the taxpayer is on a cash basis, as he is likely to be, earned 
$15,000 a year overseas, and met the 510-day-presence require- 
ment. He departs the foreign country on November 15, 1955, arriv- 
ing in the United States the next day. Assume further that his 18- 
month period expires in December, 1955. On January 10, 1956, he 
receives income directly attributable to his foreign service in the 
amount of $2,000. Can he, for the purpose of section 911(a)(2), 
consider the $2,000 income for the 1955 tax year? Strictly speaking, 
he cannot. The equation, under these circumstances, would be as 
follows for the 1956 tax year: 


— x $20,000 — zero = maximum amount excludable. 


Thus, for the 1955 tax year, his earnings in the amount only of 
$13,000 would be excludable, and he would have to include in his 
1956 tax year the $2,000 he earned in 1956, even though the $2,000 
was attributable to his foreign service. 

This application of section 911(a)(2) and its rationale are con- 
tained in Revenue Ruling 54-72." The ruling is based on these 
facts: 

Taxpayer worked abroad and met the requirements of Section 116(a) (2) 
of the [1939] Internal Revenue Code. ... He returned to the United States 
at the end of 1952. In his taxable year, 1953, no part of which fell within 
the 18-month period, he received compensation attributable to such period 
in the amount of $10,000... . 


. .. Since no part of the taxable year in which the $10,000 was received 
falls within the 18-month period . . . no portion of the $10,000 received in 


60 Supra note 58, at 84. 
61 1954-1 Cum. BULL. 117; emphasis added. 
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1953, even though attributable to the qualifying period, is excludable from 
gross income. 


The lesson taxpayers earning less than $20,000 a year may 
learn from this ruling is to collect their full earnings before leav- 
ing the foreign country. If they collect such earnings, or any part 
of it, in the following tax year, no part of which falls within the 
qualifying 18-month period, they risk losing their exempt status 
for that portion of their earnings which they receive on their re- 
turn to the United States, unless, it is important to add, they can 
show constructive receipt of the money during their presence 
abroad. 

The effect of this ruling is to block tax-avoidance schemes under 
which the taxpayer and his employer agree to a deferred salary 
arrangement in order to spread the taxpayer’s salary earned dur- 
ing a period of qualifying presence in a foreign country over a 
period of years. For example, in the absence of this ruling a tax- 
payer and his employer could agree on a salary, say, of $30,000 for 
a particular job in a foreign country, which would take two calen- 
dar years to complete, salary payments to be made over a period 
of three years at the rate of $10,000 a year. Without this ruling the 
entire $30,000 technically might be excludable: payment for the 
first two years clearly would be excludable because the taxpayer 
would be overseas and receiving only $10,000 a year; during the 
next year, on his return to the United States he would receive the 
remaining $10,000 attributable to his foreign service which, it 
might be argued, should be excludable as attributable to his foreign 
service. 

Although the policy apparent in the ruling seems sound in the 
context of the foregoing example, it could, conceivably, have some 
harsh results and raise some nice legal questions too. There is the 
salesman who goes overseas at straight salary of $12,000 annually, 
plus commission, the commission to be determined monthly; he 
leaves his job and departs the foreign country on December 15, 
1955 after qualifying under section 911(a)(2), and arrives in the 
United States on December 16, 1955, with $15,000 in salary and 
commissions earned in 1955 up to December 15th. On January 12, 
1956, while in the United States, he receives a check for $2,000 
from his employer, $500 of which represents salary and $1,500 
commissions for services and sales during the period December 1 
to December 15, 1955. Is the entire $2,000 applicable to the 1955 
tax year and therefore tax-free? Is it includable in the 1956 tax 
year, when it was received? Is only the salary referable to 1955 
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and the commissions taxable as 1956 income, or vice versa? Would 
the fact that the taxpayer could, while on foreign soil on December 
14, 1955, have assigned his right to the salary and commission for, 
say, $1,500, make any difference? Also, how does Revenue Ruling 
54-72 accord with Revenue Ruling 55-497, which excludes from in- 
come commissions received by a life insurance salesman after his 
return to the United States, following a period of bona fide resi- 
dence, during which he sold the policies on which he is now receiv- 
ing his commissions? There the Service said, inter alia, ‘‘ Harned 
income, including commission income, attributable to [a] period 
of ‘physical presence’ in a foreign country, which is received in a 
subsequent year or years, in which no part of the taxable year falls 
within the 18-month period, would be fully taxable.’’ ® 


Earnep Income—Section 911(b) 


The benefits of section 911(a)(1) and (a)(2) apply, as has been 
pointed out, only to earned income, e.g., salaries; section 911(a) (1) 
and (a)(2) do not apply to unearned income, e.g., dividends, in- 
terest, capital gains, and the like. Section 911(b) provides the only 
legislative definition, for tax purposes, of earned income. Under 
that section, dividends and other forms of ‘‘unearned’’ income are 
includable in gross income and taxable despite the fact that the tax- 
payer meets section 911(a)(1) and (a)(2) tests. Income derived 
by a taxpayer from both personal services and capital is taxable, 
as we shall see, in part. Section 911'(b) provides: 


se nis section the term ‘‘earned income’’ means wages 
For the purpose of tl tion the t ‘fearned income’’ mea ges, 


salaries, or professional fees, and other amounts received as compensation 
for personal services actually rendered, but does not include that part of 
the compensation derived by the taxpayer for personal services rendered by 
him to a corporation which represents a distribution of earnings or profits 
rather than a reasonable allowance as compensation for the personal serv- 
ices actually rendered. In the case of a taxpayer engaged in a trade or busi- 
ness in which both personal services and capital are material income-pro- 
ducing factors, under regulations prescribed by the Secretary or his dele- 
gate, a reasonable allowance as compensation for the personal services 
rendered by the taxpayer, not in excess of 30 per cent of his share of the 
net profits of such trade or business, shall be considered as earned income. 


Wages and salaries, in their ordinary concepts, provide little 
trouble, nor do professional fees. ‘‘The entire amount received as 
professional fees may be treated as earned income [and therefore 
as exempt] if the taxpayer is engaged in a professional occupation, 
such as a doctor or a lawyer, even though he employs assistants 


62 Supra note 55, at 294. 
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to perform part or all of the services, provided the patients or cli- 
ents are those of the taxpayer and look to the taxpayer as the per- 
son responsible for the services performed.’’ ® And this, pre- 
sumably, is so, though it takes capital, in varying amounts, to set 
oneself up as a lawyer or a doctor. 

Compensation in forms other than ordinary salaries, wages, and 
fees (excludable), on the one hand, and profits and dividends (in- 
cludable), on the other hand, have presented some trouble and some 
litigation, particularly when the element of capital as an income- 
producing factor was involved. Some hypothetical situations will 
serve to illustrate the problem as it affects first, a man doing busi- 
ness in the corporate form, and second, as a sole proprietorship or 
partnership. 

A United States citizen who qualifies as a bona fide resident of 
a foreign country organizes a corporation in a foreign country, 
owning all the stock, and works full time as the head of it. The cor- 
poration makes a profit of $100,000 in the tax year in question. Of 
this $100,000, the corporation pays the taxpayer $23,000 as salary 
and distributes the remaining $77,000 to him as dividends. Assum- 
ing that the $23,000 is ‘‘a reasonable allowance as compensation 
for personal services rendered’”’ the result is simple. Under section 
911(b) the $23,000 is tax exempt, and the $77,000, representing ‘‘a 
distribution of earnings or profits’’ or dividends, is includable and 
is taxed at full individual income tax rates. If, however, the cor- 
poration pays the taxpayer $70,000 as salary and the $30,000 in 
dividends, and the Service concludes that a reasonable salary is 
$23,000, not $70,000, then $47,000 of the ‘‘salary’’ would be treated 
as a distribution of profits along with the $30,000, making a total 
of $80,000 taxable and $23,000 non-taxable. 

The sole proprietorship or partnership method (the difference 
between the two is immaterial) of doing business abroad presents 
problems different from the corporate form. In such case section 
911(b) limits the taxpayer’s earned (or exempt) income from his 
business to a maximum of 30 per cent of the profits; it might be 
less, depending on the value of personal services which the tax- 
payer renders to the business. In the illustration above, assuming 
that the sole proprietorship form is used and the taxpayer works 
full time in the business, he may treat as tax-exempt a maximum 
of $30,000, which is ‘‘30 per cent of his share of the net profits of 
such trade or business... .’’ Regardless of the amount of the net 
profits, the owner may treat no more than 30 per cent thereof as 


63 Reg. 118, See. 39.116-1(4). 
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tax-exempt; the balance is taxable. The tax-free portion may be 
less than 30 per cent of the net profits if such lesser figure repre- 
sents ‘‘a reasonable allowance as compensation for the personal 
services. ...’’ To illustrate, suppose the taxpayer has other in- 
terests and spends little time with this particular business. The 
business earns $100,000, of which the taxpayer takes $30,000 as 
salary. If the facts show that $10,000 represents a more reason- 
able salary, considering the value of the services rendered by him, 
the taxpayer pays tax on $90,000 of the profits and only $10,000, 
or 10 per cent, is tax-free. 

Cases involving the fact-question of what ‘‘a reasonable allow- 
ance...for... personal services’’ is have not thus far given much 
trouble in section 911 cases. Differences of opinion are in practi- 
cally all cases resolved between the revenue agent and the tax- 
payer at the examination level. 

Some close questions whether compensation received by a tax- 
payer came from personal service or from capital have arisen, 
however, where a large stake tax-wise was involved. Two of the 
surprisingly few cases on this point are Lawrence L. Tweedy 
and Harold F. Jones.” The Tweedy case involved the taxability 
of a distribution by a partnership to one of its general partners. 
Tweedy had formerly worked for the partnership, a New York 
brokerage house, as an employee on straight salary. Later he was 
made a general partner without contributing to capital. As a gen- 
eral partner he received a salary’plus a percentage of the profits. 
Tweedy was sent to London as head of the partnership’s branch 
office there and, having qualified as a bona fide resident, he sought 
tax exemption under the statutory forerunner to section 911(a) (1) 
for his ‘‘salary’’ and percentage of partnership profits. The Court, 
after holding that Tweedy’s failure to make a capital contribution 
was immaterial, found that capital was a material income-produc- 
ing factor in the partnership’s business and denied him relief. 
‘*When Tweedy ... became one of [the] general partners he ob- 
tained a proprietary interest in the business, and this stake so 
acquired brings him within the statutory limitation on earned 
income.’’ * Tweedy, in a retreating argument, then urged that at 
least so much of his income as was designated ‘‘salary’’ be treated 
as earned (excludable) income, because it would have been so 
treated had he been performing the same duties as an employee 

6447 B.T.A, 341 (1942). 


65 6 T.C. 412 (1946). 
66 Lawrence L. Tweedy, supra note 64, at 344. 
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instead of as a partner. He was unsuccessful in this argument too, 
the Court stating, ‘‘after he became a member of the partnership 
... his relationship to the firm (changed)... . Even if his drawing 
account was termed ‘salary’ or ‘compensation,’ the amounts with- 
drawn were in reality either profits or anticipated profits. As a 
partner he may not pay a salary to himself.’’ * 

The Jones case involved the taxability of dividends received by 
Jones from the corporation of which he was an officer. The cor- 
poration was located in Mexico where Jones maintained a bona fide 
residence. Jones and the other corporate officers had formerly 
worked on a straight salary basis. The corporation, as an incentive 
to Jones and several other key officers, set up a modified profit- 
sharing plan, under which it transferred all of its stock to a trust, 
earmarking certain blocks of the stock for certain of the officers 
and evidencing the same by certificates which it gave to each officer. 
Under the trust agreement the officers were to receive the divi- 
dends paid on their respective shares of stock, and since the officers 
were to share in the corporate profits, their salaries were reduced. 
The Commissioner did not question the excludability of Jones’ sal- 
ary but contended that Jones’ dividend income was includable. 
Jones countered that the dividends were, in effect, compensation 
for his services to the corporation. The Tax Court held that the 
dividends were includable as gross income. ‘‘. . . under the plan 
... they [Jones and his fellow officers] received a distribution of 
such earnings not as employees in payment of compensation for 
services rendered in the year distributions were received, but in 
substance and effect as shareholders in payment of dividends de- 
clared on shares of stock held by them. That the dividends on the 
shares allotted to each was [sic] routed through the trust is not 
important.’’ ® 

Royalties from writings present a difficult question. Are royal- 
ties earned income or not? The answer is yes, or no, depending in 
large measure on the contract terms between the author and the 
publisher. More specifically, the question turns on whether, under 
the contract, the author writes for a flat compensation or commis- 
sion (that, generally, would make it earned income) or whether he 
is leasing or selling his product (that, generally, would make it un- 


67 Id. at 345; emphasis added. I.R.C. § 707(c) (1954) permits payments to a partner 
for services to be treated as though made to one who is not a member of the partner- 
ship. This is a new provision of law which might produce a result different from the one 
in the Tweedy case. 

68 Harold F. Jones, supra note 65, at 430. 
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earned income). In the first case the writer is an employee; in the 
second case he is an entrepreneur. 

Some basic law on royalties, still followed by the Service and by 
the Tax Court,” was laid down in G.C.M. 236” as follows: 


Where the royalties received by an author are derived either from the 
sale, leasing, or renting of the intellectual product, it is the opinion of this 
office, that they are not paid for ‘‘personal services actually rendered,’’ but 
are paid for the use or sale of property, and do not come within the mean- 
ing of the term ‘‘earned income.’’.. . 

A publisher may enter into a contract with an author to write articles on 
certain subjects once a week .. . or to write a book on a certain subject, the 
publisher to copyright the literary work and pay the author a stipulated 
amount in cash, or a certain amount of cash plus a percentage of the income 
derived from other publishers using the articles or material in the book. In 
this class of case there exists the relationship of employer to employee, and 
the consideration paid to the author is for his personal services. Intellectual 
products of an author who contracts or is employed to write articles or 
books . . . for publishers, in a majority of cases, belong to the employer, and 
the author has no tangible or intangible property rights in the published 
property ... both the lump-sum amount and royalties paid in this class of 
eases are for ‘‘personal services actually rendered’’ and come within the 
term ‘‘earned income.’’... 


This G.C.M. has been cited in Revenue Ruling 234," and it was 
enunciated by the Court in EZ. Phillips Oppenheim.” Oppenheim 
had retained copyrights to his novels, and the Court found that he 
had sold only a right to the publishers to print and sell his book. 
‘‘And for that right,’’ said the Court, ‘‘the publishers agreed to 
pay Oppenheim an amount to be measured by the book sales. Such 
payments, clearly, are not compensation for personal services 
actually rendered.’’** The Court included this illuminating dic- 
tum: ™ 


Clearly, the weekly wage paid by a newspaper to a reporter employee 
whose task is to gather information concerning persons and events, and 
write it up in printable style, would be ‘‘compensation for personal serv- 
ices.’’ Quite as clearly, the income from the use of an invention, although 
the whole of the development, patenting, and licensing resulted from the 
intellect, personal effort and capital of the inventor, would not be... . 


The question of royalties, then, can become quite technical and 
turn on facts which to the taxpayer may seen insignificant as they 


69 EF. Phillips Oppenheim, 31 B.T.A, 563 (1934). 

70 VI-2 Cum. BULL. 27 (1927). 

71 1.T, 2735, XII-2 Cum. Buu. 131 (1933); Rev. Rul. 234, 1953-2 Cum. Butt. 29. 
72 Supra note 69. 

73 Supra note 69, at 565. 

74 Supra note 69, at 564. 
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develop. It is unwise to generalize on the subject. Indeed, it is un- 
wise to generalize on the subject of what is and what is not earned 
income. Both the Service and the courts skittishly have shied 
away from such generalizations. ‘‘...no attempt should be made 
to lay down a general rule defining earned income which is appli- 
cable in all cases, but the individual cases should be considered upon 
the facts in each case.’’* In the same tone the Tax Court in the 
Oppenheim case covered the subject in these carefully chosen 
words: ‘‘Probably it is impossible, and we do not attempt, to lay 
down a flat rule as to what may constitute compensation for per- 
sonal services actually rendered, with respect to an intellectual 
product.’’ *® 


EixcHance Rates 


Individuals, corporations, and other taxable entities subject to 
United States taxes and doing business in foreign countries having 
tight monetary restrictions are faced with the problem, as is the 
Service, of translating the value of the income they receive in 
foreign currency into United States dollars, and then, in terms of 
the United States dollars, computing their tax liability. The prob- 
lem is created by the often wide and fluctuating variation between 
the controlled or pegged rate of exchange and the free or open (or 
black) market rate. 

I.T. 3568 represents the Service’s only published attempt to 
clarify the problem, holding: ‘‘In any case in which conversion 
rates ...are to be used, such rates shall be those giving a result 
most clearly reflecting the proper amounts of the items to which 
they relate as affected by the conditions and available means and 
rates of conversion as of that date.’’** In simple terms this evi- 
dently means that the Service will not designate any particular 
rate of exchange for the translation of foreign currency into 
United States dollars. 

The Courts have not helped to clear up the situation. In Eder v. 
Commissioner ® the Second Circuit Court held that where a par- 
ticular currency is restricted, the general rule for the translation 
of income represented by the foreign currency is its ‘‘economic 
satisfaction’’ to the taxpayer. Seven years later, in Caska Cooper ® 


75 Supra note 70. 

76 Supra note 69, at 564. 

77 1942-2 Cum. Butt. 112. 

78 Id. at 112. 

79 138 F.2d 27 (2d Cir. 1943). 
80 15 T.C. 757 (1950). 
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the Tax Court departed from the Eder case by holding that income 
represented by blocked British pounds should be valued at the New 
York free market rate. 

Present indications are that when an actual conversion of for- 
eign currency into American dollars is made, the rate of exchange 
at which the same was made is controlling for federal tax purposes. 
Where there is no actual conversion, and there are no restrictions 
on the conversion of the particular currency into United States 
dollars, then the prevailing rate is controlling. This leaves open 
and unanswered the question involved in the conflicting Eder and 
Cooper decisions: What rate shall be used by the taxpayer whose 
income is represented by restricted currency and who has not con- 
verted? In the absence of clear judicial holdings, the Service ap- 
parently will deal with these problems as they come up on an indi- 
vidual case basis. 


Buiockep IncoME 


When a taxpayer subject to United States taxes finds his income 
in a foreign country ‘‘blocked’’ by monetary or exchange restric- 
tions, he is permitted to use a method of accounting under which he 
accounts for and reports that income, for United States tax pur- 
poses, as ‘‘deferable income.’’ This means he is not required to pay 
United States taxes on that income for the time being. 

This practical—and illusory, as we shall see—moratorium on 
taxes is prescribed in Mimeograph 6475.* The Mimeograph defines 
deferable income (in currency or property) as ‘‘income received 
by, credited to the account of, or accrued to a taxpayer which, 
owing to monetary exchange or other restrictions imposed by a 
foreign country, is not readily convertible into United States dol- 
lars or into other money or property which is readily convertible 
into United States dollars.’’ * As long as the income is not ‘‘ readily 
convertible,’’ therefore, it may be treated as deferable. 

Under this Mimeograph the income ceases to be deferable (a) 
when it becomes ‘‘readily convertible into United States dollars 
or into other money or property which is readily convertible into 
United States dollars; (b) when, regardless of the foreign coun- 
tries’ laws or regulations against conversion, the taxpayer never- 
theless converts his income into United States dollars or other 
currency which can be converted into dollars; and (c) when the 
blocked income is used for non-deductible personal expenses, or 


81 1950-1 Cum. BULL. 50. 
82 Td. at 51. 
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is disposed of by . . . gift, bequest, devise or inheritance, or by 
dividend or other distribution. ...’’ * 

A taxpayer whose income qualifies as deferable and who elects 
to treat it as such, is obliged nevertheless to file an annual federal 
tax return with respect thereto. But with each such return the 
taxpayer must agree, pursuant to the Mimeograph, ‘‘that the ‘de- 
ferable income’ will be included in taxable income in the year in 
which such income . . . ceases to be ‘deferable income.’ In such re- 
turn, the taxpayer shall also declare that he waives any right to 
claim that the ‘deferable income,’ or any part thereof, was includ- 
able in his gross income for any earlier year.’’ ** Thus, under this 
agreement, the taxpayer not only consents to an eventual day of 
reckoning but is clearly put on notice that when that day arrives 
his deferred income, which may have been accumulated over a pe- 
riod of years, will be treated from the tax standpoint as though it 
was earned in the year in which it loses its deferred status. 

Blocked income problems generally have been vexing and bur- 
densome to taxpayers and the Service alike. In the first place, tax- 
payers operating in countries where currency is blocked usually 
have no choice but to ‘‘elect’’ to file on a deferred income basis. The 
alternative for the taxpayer is to pay his United States taxes in dol- 
lars which he may have in this country, or elsewhere, or in currency 
of another country which is readily convertible into dollars. Such 
an alternative, to say the least, is unpleasant and perhaps unfair to 
the taxpayer, for obvious reasons. In the second place, the tax- 
payer, having ‘‘elected’’ to file on a deferred income basis, is never 
quite certain when such income will cease to be deferable, subject- 
ing him to United States income tax on all the deferred income in 
that one year. Such an eventuality is one over which he usually has 
no control; it is created or influenced by the fiscal policy of the 
foreign government involved. This factor not only makes long (or 
even short) range planning difficult for the taxpayer but may find 
him completely without cash or liquid assets to pay his taxes. Third, 
the tax accounting problems under the Mimeograph are extremely 
complex, technical, and controversial. Finally, the blocked income 
problem varies from country to country and is subject to frequent 
and unexpected changes within countries, compounding the diffi- 
culties, especially for taxpayers conducting operations in more 
than one foreign country. 

The United States embassy in one foreign country not long ago 


83 Id, at 51. 
84 Id. at 51. 
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worked out a plan with the government of that country which re- 
lieved United States taxpayers there from the difficulties and risks 
inherent in the blocked income problem. The plan simply permitted 
United States taxpayers to convert enough of the local currency 
into dollars to enable them to keep current on their United States 
tax payments. 

The blocked income problem may eventually be minimized by 
section 6316, which permits ‘‘payment of [United States] taxes in 
the currency of a foreign country under such circumstances and 
subject to such conditions as the Secretary or his delegate may by 
regulations prescribe.’’ The problem is largely economic and dip- 
lomatic, and the Regulations which have been issued under section 
6316 to date enable United States subjects on Fulbright scholar- 
ships to pay their United States taxes in the currency of the coun- 
try where they are studying or working. 


PracticaL ASPECTS OF THE ADMINISTRATION OF INTERNAL REVENUE 
Laws ABROAD 


Inherent in the overseas administration of United States tax 
laws is the anomaly that although the laws are extra-territorial in 
their effect,®* the United States has no independent authority to 
enforce them within foreign countries. The statutory authority 
under which the Service operates in the United States cannot be 
transplanted to foreign countries as an aid to our revenue agents 
working there—even as to United States subjects. For example, 
our revenue agents cannot exercise abroad powers which they have 
in the United States to examine books of United States taxpayers 
or of those with whom such taxpayers do business; ** and the Code 
provisions under which collections are made and enforced * and 
the penal sanctions imposed for tax evasion and fraud * cannot 
operate directly on United States subjects outside the jurisdiction 
of this country. This apparent lack of practical, statutory support 
seems at first blush to be the Achilles’ heel of the Government’s 
overseas tax program, as the United States appears powerless not 
only in its conventional methods of developing information on 
which to base tax liability but of collecting tax deficiencies of tax- 


85 Reg. Sec. 301.6316, 1-8 (1954). 

86 Cook v. Tait, supra note 33; United States v. Bennett, supra note 30. 
87 I.R.C. Chapter 78, Subchapter A (1954). 

88 I.R.C. Chapters 63 and 64 (1954). 

89 F.g., I.R.C. §§ 7201, 7206, and 7207 (1954). 
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payers abroad and prosecuting tax evaders.” This impression of 
impotence is, however, deceptively false, as the following consider- 
ations will reveal. 


PERSONNEL 


The Service has chosen top-grade revenue agents for its over- 
seas posts.” Far removed geographically from close technical 
guidance and facilities as they are, the men selected for the pro- 
gram have to be good tax technicians and have the capacity to keep 
abreast of new developments at long range, so to speak; they have 
to be well-informed not only in the field of income taxation but in 
estate and gift taxation also, for the Service cannot afford the 
luxury of maintaining tax specialists abroad as it does at home. 
The men have to have a facility with one or more of the principal 
foreign languages. They have to be mature men and at the same 
time be able to make the adjustment to a foreign environment and 
have the physical capacity to stand up under the rigors of frequent 
travel. In addition, the overseas man must have more than the 
usual degree of tact required of an internal revenue agent, because 
unlike his stay-at-home counterpart he is in a sense to be operating 
at the sufferance of a foreign sovereign power, and should accord- 
ingly, move about on his business with some discretion. Added to 
this, the agent must have the essential qualification of federal civil 
service status, a frustrating business all its own. There is one last 
requirement—the man who meets these qualifications has to be 
willing to go abroad. 

The precise relationship of the Service’s overseas representa- 
tives to United States diplomatic staffs abroad is, at this time, 
still developing. The outline of the relationship, however, is dis- 
cernible. Although the men work under the direct operational and 
technical supervision of the director of International Operations 
in Washington, D. C., they are attached for administrative (office 
housekeeping) purposes to United States embassies abroad. They 
have direct contact with our ambassadors, whom they keep gen- 
erally informed on their program and who give them material 
assistance, including the establishment of contact with United 
States taxpayers and foreign government officials, particularly tax 


90 ‘We have no real teeth, you might say, in enforcing the collection of taxes over- 
seas.’’ Hearings, note 2 supra, at 455. 

91 Letter to all Regional Commissioners of Internal Revenue from Assistant Commis- 
sioner (Operations), May 2, 1955. 
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officials. The Service representatives also take their protocol cues 
from our ambassadors. 


TRADITION OF COMPLIANCE 


Americans are no different than any other people in their cordial 
distaste for paying taxes. The fact is, however, that Americans 
have a long tradition of paying taxes nevertheless. This tradition 
is not born out of docility—as the volumes of tax litigation bear 
out—but out of a strong sense of obligation which Americans have 
to their country. Regardless of the reason, voluntary compliance 
is a fact,®* and this is perhaps the most prominent and favorable 
aspect of the overseas tax program. If in the past the American 
sense of obligation to pay taxes has been blunted by lack of tax- 
payer education and assistance and by the physical absence of in- 
ternal revenue enforcement personnel, the establishment of a going 
overseas program is calculated to cure that. 


Statutory Provisions 


The new statutes, as a result of past difficulties experienced in 
overseas tax administration, are already providing some support 
for the new program. For example, when a return is filed, the Gov- 
ernment may, under the authority of Chapter 64 of the Code, sat- 
isfy the tax liability of a taxpayer, whether he is in or outside the 
jurisdiction of the United States, by levying against his property 
or assets, if any, situated within the jurisdiction of the United 
States. ‘‘In case collection is hindered or delayed because property 
of the taxpayer is situated or held outside the United States... 
the period of limitations on collection after assessment prescribed 
in Section 6502 [six years] shall be suspended for the period col- 
lection is so hindered or delayed.’’ Tolling of the statute cannot be 
suspended, however, for more than six more years.” If the tax- 
payer files a fraudulent return or otherwise attempts to evade 
taxes, or files no return at all, the tax can be collected ‘‘at any 
time,’’ without regard to any period of limitations. And if the 
taxpayer fails to file a return, the agent may make one out for 
him,® and the Service goes on from there to enforce collection 
under Chapter 64. Thus, where the taxpayer has enough assets in 
the United States to cover his tax liability, no real collection prob- 
lem is presented by his presence abroad. If he has no property in 


92 Hearings, note 8 supra. 

98 T.R.C. § 6503(¢) (1954). 

94 I.R.C. § 6501(c) (1), (2), and (3) (1954). 
95 T.R.C. § 6020(b) (1954). 
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the United States, or insufficient to cover his liability, the Govern- 
ment may either proceed against him on his return to the United 
States (under a liberal statute of limitations) or, in some cases, 
approach the problem under existing treaty provisions.” 

In prosecution cases for evasion or fraud, the usual six-year 
period of limitation is waived for the entire period ‘‘during which 
the taxpayer committing [the fraud or evasion] is outside the 
United States or a fugitive from justice. ...’’ ** Once the taxpayer 
enters the jurisdiction of the United States, the full force of the 
penal provisions of Chapter 75 of the Code can be brought to bear 
against him for tax fraud or evasion committed overseas. 


TREATIES 


The overseas tax program receives very considerable support in 
tangible and in intangible form from tax treaties which are nego- 
tiated through the State Department by the International Tax Re- 
lations Division in the office of the Assistant Commissioner (Tech- 
nical) and by the Treasury Department. To a helpful degree, these 
treaties modify the common law rule that ‘‘No country ever takes 
notice of the revenue laws of another.’’ ** Although a ‘‘tax conven- 
tion of the modern type is designed primarily to prevent the im- 
position of two taxes by two countries on the same income or the 
same estate,’’ *° an important by-product of all tax conventions is 
provision for exchange of information, and in five treaties there 
are provisions for mutual assistance in the collection of taxes. 

The United States today is a party to income tax conventions 
with eighteen countries,’ and treaties are currently being nego- 


96 See TREATIES, infra pp. 205-208. 

97 I.R.C. § 6531 (1954). 

98 Lord Mansfield in Holman v. Johnson, 1 Cowp. 341, 343, 98 Eng. Rep. 1120, 1121 
(K.B. 1775) ; Panche v. Foster, 1 Doug. 251, 253, 99 Eng. Rep. 164, 165 (K.B. 1779). 
‘¢Tt is generally recognized that one country will not enforce the revenue laws of an- 
other, for the apparent reason that a tax is such a burden as must be enforced only 
through the instrumentalities of the country imposing the burden and never by another 
country in the absence of a treaty.’’ King, Modification of United States Tax Law by 
Treaty, 26 Taxes 1001, 1007 (1948). 

99 Lecture by Eldon P. King at Seminar of Foreign Tax Administrators, Harvard 
Law School, March 31, 1954. 

100 Australia, Art. XVIII, S. Exc. Doo. I, 83d Cong., Ist Sess. (1953); Belgium, 
Arts. XV and XVI, S. Exerc. Doc. A, 83d Cong., 1st Sess. (1953); Canada, Art. XXI, 
56 Stat. 1399, 1406 (1946) ; Denmark, Art. XVII, 62 Srar. pt. 2, 1730, 1736 (1948); 
Finland, Art. XVII, S. Exrc. Doc. L, 82d Cong., 2d Sess. (1952); France, Arts. VIII, 
IX, and X, 64 Srar. 33, B14 (1950) ; Germany, Art. XVI, S. Exec. Doc. J, 83d Cong., 2d 
Sess. (1954) ; Greece, Art. XVIII, 8. Exrc. Doc. L, 81st Cong., 2d Sess. (1950) ; Ireland, 
Art. XX, S. Exrc. Doc. F, 81st Cong., 2d Sess. (1950) ; Italy, Art. XVII; Japan, Art. 
XVII, 8. Exec. Doo. D, 83d Cong., 2d Sess. (1954) ; Netherlands, Art. XXI, 62 Srar. pt. 
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tiated with additional countries. Every treaty has at least one 
clause providing for exchange of information between the signa- 
tories.’*' The type of information exchanged involves the reporting 
of dividends, salaries, and other such income received by subjects 
of one country within the reporting country, which information 
is processed for the most part in routine manner. Of equal signifi- 
cance under the exchange of information clauses in the treaties is 
the assistance which revenue authorities of the contracting gov- 
ernments can receive from one another in specific or individual 
tax cases under investigation. Thus, as has been explained, a United 
States revenue agent in a foreign country is without legal authority 
to compel a United States taxpayer there to submit his books and 
records to him for examination; that would be an illegal exercise 
of police power on foreign soil. Nor, obviously, can the revenue 
agent require a foreign national on foreign soil, with whom a 
United States taxpayer has been doing business, to open his books 
for examination to permit verification of entries in the taxpayer’s 
books. The exchange of information clauses in the treaties, how- 
ever, enable the Service to request such information from the reve- 
nue authorities of a contracting country, and within the limits of 
the treaty and the laws of the foreign country, the information de- 
sired may be obtained for the United States Government by reve- 
nue officers of that country. 

The exchange of information clauses, either expressly or by im- 
plication, provide for performarice only under the laws and public 
policy of the signatories. Generally the revenue authorities of 
signatory countries have the same degree of access to information 
under their respective revenue laws as the United States Internal 
Revenue Service has under Chapter 78 of the Code.” Further lim- 
itation on the exchange of information clauses is the public policy 
condition in the treaties which, coupled with the very broad and 
highly diplomatic phrasing of the treaties, would appear to give 
the signatories considerable discretion in furnishing information 
on specific cases; the treaties provide that information furnished 


2, 1757, 1766 (1947); New Zealand, Art. XVI, S. Exec. Doc. J, 80th Cong., 2d Sess. 
(1948) ; Norway, Art. XVI, S. ExEc. Doc. Q, 81st Cong., Ist Sess. (1949) ; Sweden, Arts. 
XVI and XVIII, 54 Srar. pt. 2, 1759, 1768 (1939); Switzerland, Art. XVI, S. Exec. 
Doc. N, 82d Cong., 1st Sess. (1951); Union of South Africa, Art. XIV, S. Exec. Doc. 
O, 80th Cong., Ist Sess. (1947); United Kingdom, Art. XX, 60 Srat. pt. 2, 1377, 1386 
(1946). 

101 [bid. 

102 Denmark, Art. XIX, supra note 100; Canada, Art. XXI, supra note 100. 

103 See, for example, 1952 R.S.C., as amended, Income Tax Act ¢c. 148 § 126(2), which 
illustrates the authority conferred on Canadian tax officials. 
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be used only for official purposes by the revenue authorities of the 
requesting countries.” 

Despite these apparent limitations, the exchange of information 
provisions of the treaties have been very productive. ‘‘The psycho- 
logical effect of a taxpayer’s knowledge that [information on] his 
income from Canada is not beyond the reach of [United States] 
Bureau investigation exerts a stimulating influence for corrective 
reporting’’ by the taxpayer.’” And if, as sometimes occurs, psy- 
chology fails to exert a sufficiently ‘‘stimulating influence for cor- 
rective reporting’’ the Service can proceed in most cases to obtain 
the information it needs from the tax agency of the other country. 
‘‘Tt sometimes happens that the request will involve one who has 
filed no United States return or who has omitted . . . income from 
Canadian sources which income is under investigation by Canada. 
In such event, the investigation becomes a joint enterprise with 
consequences which in two leading cases alone resulted in addi- 
tional assessment in excess of $20,000,000... .’’ 2% 

Five tax treaties ‘* provide for mutual assistance by signatories 
in the actual collection of taxes. Under these treaties signatory A, 
to which taxes are owed by a taxpayer living within the jurisdic- 
tion of signatory B, may request signatory B to collect these taxes. 
By these provisions, the treaty countries overcome the general 
legal assumption that one country cannot bring suit on its tax 
claims in the courts of another country.’ The collection provisions 
embrace the taxes owed plus interest, but not, except in the treaty 
with Denmark, fines of a penal nature.” There are other limita- 
tions on collections in the treaties. The treaties with Denmark, 
France, Norway, and the Netherlands exclude citizens of the state 
to which request for assistance is made, that is, the United States 
may not ask Denmark to collect taxes owing to the United States 
by a Danish citizen residing in Denmark, nor may Denmark re- 

104 Treland, Art. XX, supra note 100. 

105 Address by Eldon P. King before the 45th Annual Conference on Taxation, Sept. 
9, 1952. 

106 Ibid. 

107 France, Art. XXIII, supra note 100; Netherlands, Art. XXII, supra note 100; 
Sweden, Art. XVII, supra note 100; Denmark, Art. XVIII, supra note 100; Norway, 
Art. XVII, supra note 100. 

108 RESTATEMENT, CONFLICT ofr LAws § 443 (1934). 

109 This restriction on collection of penalties accords with the doctrine that one coun- 
try will not enforce the penal laws of another. RESTATEMENT, op. cit. supra note 108, §§ 


443, 610 (Supp. 1948) ; Wisconsin v. Pelican Ins. Co., 127 U.S. 265 (1888); The Ante- 
lope, 23 U.S. (10 Wheat.) 66, 123 (1825). 
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quest United States assistance for the collection of taxes owing 
to Denmark by an American citizen living in the United States. 
The treaty with Sweden is limited to citizens of the United States 
and Sweden, i.e., the United States may ask Sweden to collect taxes 
owing to the United States only from Americans living in Sweden, 
and vice versa. 

It was common practice to have mutual collection aid provisions 
in the tax treaties. In 1950 all but one treaty “° provided for col- 
lection assistance. Recently, they have been criticized by ‘‘ private 
interests’’** and by the United States Senate.’” Actually, how- 
ever, relatively few requests for collection assistance have come up 
under these treaties. 

One final word on tax assistance from foreign governments. The 
United States for several years has been conducting a flourishing 
educational program for foreign tax officials under Point Four and 
in cooperation with the United Nations. Under this program, the 
United States has been host to tax officials from almost every 
nation outside the Iron Curtain who have come here to study our 
tax system. The many official and personal associations growing 
out of this program and the development of a spirit of brother- 
hood or kinship among tax men can produce favorable results in 
the form of close, informal relations between foreign tax agencies 
and United States revenue agents abroad. 


Orner Factors 


There are other factors besides our tradition of voluntary com- 
pliance, statutory provisions, and tax treaties making the enforce- 
ment of United States tax laws on Americans overseas virtually as 
effective as within the United States. The most prominent con- 
sideration, perhaps, is the fact that Americans abroad, with few 
exceptions, eventually return to the United States, and when they 
do, they come directly within the scope of our tax and penal laws. 
And the usual periods of limitation on assessment, collection, and 
prosecution are not available to such returning Americans." 


110 New Zealand. 

111 ‘Through Article 12 of the draft treaty ... the United States and France had 
proposed to modify Article 23 of their existing treaty to abolish all lines of nationality 
in matters involving cooperation in collection. Private interests not only objected to 
this modification but urged that all provisions pertaining to collection be deleted from 
the pending treaty and omitted from future treaties.’’ King, Fiscal Cooperation in Taz 
Treaties, 26 TAXES 889, 895 (1948). 

112** As a general rule, it is not believed wise to have one government collect taxes 
which are due another government.’’ 8. Ex. Rep. No. 1, 82d Cong., 1st Sess, 11 (1951). 
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ing A second factor is the pressures which can be applied to tax- 
es. | dodging Americans abroad by United States embassies and lega- 
tes tions. Americans abroad frequently request assistance in many 
ces forms from our diplomatic staffs, and although our diplomats 
en, abroad have no direct responsibility for the overseas administra- 
tion of United States tax laws, they are nevertheless in a position 
ns to give substantial aid to the Service by applying pressures to un- 
ol- cooperative American taxpayers. 
ate State Department control over Americans through their pass- 
Ww- ports should be mentioned here, if only in a negative sense, because 
up the question often arises in discussions of the overseas tax pro- 
gram. Under existing laws and regulations there is some doubt that 
‘he a reluctant American taxpayer could be pursuaded directly to 
ng assume tax responsibility by proceedings against his passport. 
nd First, the basic purpose of the passport is to identify its holder as 
he a United States citizen and is the instrument by which the United 
ry States requests foreign governments to permit him to enter their 
ur countries.’* It is doubtful, therefore, whether the State Depart- 
ng ment, as a matter of policy, would want to exercise its control over 
er- the passport to enforce our revenue laws. In the second place, as- 
in suming that the State Department was so inclined and, for example, 
ies failed to renew the passport of an American in country X, there is 


no assurance that country X would deport the American to the 
United States solely because he had no valid passport. Such action 
would be up to country X. To be sure, an American abroad without 


m- a valid passport very probably could not travel to another foreign 
2e- country, and his situation generally might be awkward, but the 
as United States cannot depend on that fact alone to assure his re- 
n- turn to the United States. 

Ww 

ey VENUE 

vs. Venue in civil cases where the tax liability of the American 
nd abroad is being contested within the Service or litigated in the 


courts presents no special problem. In the usual first stage of 
appeal from the determination of the revenue agent or the District 
Director, the taxpayer takes his case up with the Appellate Di- 


os vision of the Service which has appellate jurisdiction of the dis- 
to trict in which the taxpayer filed his return. Thus, a taxpayer who 
= filed his return in the Cleveland District Office could appeal the 
| agent’s determination of his tax liability to the Appellate Division 
xes of the Cincinnati internal revenue region, of which Cleveland is a 


114 United States v. Browder, 113 F.2d 97 (2d Cir. 1940), aff’d, 312 U.S. 335 (1941). 
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part. The appellate procedures and the taxpayer’s rights set out 
in section 601.106 of the Statement of Procedural Rules *” are the 
same for the overseas taxpayer and a taxpayer residing in the 
United States. The overseas taxpayer may, like any other tax- 
payer, petition the Service to have appellate consideration of his 
ease transferred to a more convenient Appellate Division, and if 
the request is justified, his case would be transferred. 

If the overseas taxpayer is not satisfied with the outcome of his 
appeal before the Service’s Appellate Division, he may, like any 
other taxpayer, petition the Tax Court of the United States for a 
hearing.’”® The Court sets the time and place of trial under its Rule 
26 ‘‘with as little inconvenience and expense to taxpayers as is 
practicable.’’ "7 

The question of venue in cases of tax fraud or evasion is not so 
clear-cut as it is in civil cases. The general practice of the Govern- 
ment is to prosecute those cases in the judicial district in which 
the office of the District Director who received the fraudulent re- 
turn is located. Thus, for the taxpayer who files from abroad, the 
venue would seem to be the judicial district where he files the 
fraudulent return. Also, there is an impressive line of cases in 
which the courts have held that prosecution for tax fraud under 
section 7201, under which most indictments are brought, may be 
brought in the District Court having jurisdiction over the head- 
quarters city of the District Director where the return is received 
or filed. ; 

In Bowles v. United States,"* for example, the conviction by 
the District Court in Baltimore of a Washington, D. C. resident 
for filing a false return with the Collector (now District Director) 
in Baltimore was sustained when the venue question was raised 
on appeal. The taxpayer had prepared his return in the District 
of Columbia and had even submitted it to the Washington, D. C. 
representative of the Collector in Baltimore. He contended he was 
entitled to trial in the District of Columbia where he had prepared 
the allegedly fraudulent return. The Fourth Circuit Court held 
that ‘‘the offense was committed at the place where the filing took 
place upon delivery at the office of the Collector in Baltimore... . 
The offenses having been committed in the state of Maryland 


115 26 Fep. Rec. 772 (1955). 

116 T.R.C. § 6213 (1954). A taxpayer living ‘‘outside the States of the Union and the 
District of Columbia’’ has 150 days instead of the usual 90 days after receipt of a statu- 
tory notice of deficiency in which to petition the Tax Court for a hearing. 

117 T.R.C, § 7446 (1954). 

118 73 F.2d 772 (4th Cir. 1934). 
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where the Collector’s office is located and where the return should 
be filed, it follows that the District Court ... for the District of 
Maryland had jurisdiction of the offenses charged.’’ * Similarly, 
in Wampler v. Snyder’ it was held that the return, although 
mailed from Washington, D. C. to the Collector in Baltimore, was 
not filed or ‘‘made’’ until its ‘‘delivery at the office of the official 
required to receive it.’’ 

Pursuant to these holdings, evidently, the place where the fraud- 
ulent return is prepared and from which it is filed is immaterial; 
seemingly, the only determining factor in fixing venue is the loca- 
tion of the District Director who receives the return. Thus, the 
United States subject in a foreign country who files a fraudulent 
return with the District Director in Indianapolis would, under 
those decisions, be prosecuted in Indianapolis, except for section 
3238 of Title 18, United States Code, which reads as follows: 


The trial of all offenses begun or committed . . . out of the jurisdiction 
of any particular State or [judicial] district, shall be brought in the dis- 
trict where the offender is found, or into which he is first brought. 


The plain meaning of section 3238 is simply that a United States 
subject who begins or commits a crime against the United States 
while outside its jurisdiction must be prosecuted in the judicial 
district where he is first brought or found. Since it seems to be 
well-settled that the crime of tax fraud is committed where the re- 
turn is filed, section 3238 does not apply to that aspect of tax fraud. 
However, since that section provides that the scene of the begin- 
ning of the crime is also a factor, the question of where the tax 
fraud was ‘‘begun’’ arises. Is it begun where the return is pre- 
pared? If so, the United States subject who prepares his fraudu- 
lent return in a foreign country and files it in Indianapolis could 
perhaps, if he so desired, invoke section 3238 and stand trial in 
the district where he is found or first brought and not in Indian- 
apolis. That precise question apparently is quite unsettled. It has 
not yet been litigated, but it probably will be as the overseas pro- 
gram of the Service starts rolling. 


ConcLusION 


The overseas administration of the federal tax laws by the In- 
ternal Revenue Service has been carefully planned and received 


119 Bowles v. United States, supra note 118, at 774. 

12066 F.2d 195 (D.C. Cir. 1933); see also Holbrook v. United States, 216 F.2d 238 
(5th Cir. 1955) ; Newton v. United States, 162 F.2d 795 ae Cir. 1947) ; United States 
v. Warring, 121 F.Supp. 546 (D.Md. 1954). 
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high level consideration before being approved. Nothing like it on 
such a scale has ever been undertaken in the field of tax adminis- 
tration by the United States or any other country. The Service 
will not know the full scope of the program in terms of size for 
three or four years. All the major legal and operational, and per- 
haps diplomatic, problems will not be known for at least that pe- 
riod of time, and maybe longer. In the meantime, there seems to 
be enough statutory support and Service motivation to get the 
overseas tax program off to a solid beginning. 
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The Binding Effect of a State Court’s 
Decision in a Subsequent Federal 
Income ‘Tax Case 


LEO I. COLOWICK 


I. a dual system of government it is inevitable that controversies 
will arise as to whether state or federal law shall govern the rights 
and duties of a citizen. Nowhere is this tendency more marked than 
in the field of taxation. The controversy may take several forms: 
(a) Should the state or federal government determine the sub- 
stantive definitions of entities like trusts, corporations, etc? Thus 
the Supreme Court in the Morrissey case decided that the state 
definition of a corporation was immaterial and a federal concept 
of business entities should be applied.’ The literature on the fed- 
eral-state controversy has largely dealt with this problem, the 
weighing of the interests of uniformity against the interests of tax- 
ation being in conformity with local property and commercial law.” 
(b) Sometimes Congress has said that the local state law will 
provide the definition for federal income tax purposes.* Here the 
problem arises: Who is to determine what the state law is? May a 
federal court make an independent determination or must it follow 
a state court decision on the matter? Does it make any difference 
that the state court decision involved the very person against whom 
the Commissioner is asserting a deficiency? It would seem grossly 
unfair if the taxpayer, who has lost his title to the property in a 
bona fide state suit, should later be taxed as the owner of the prop- 
erty because a federal court has decided the state court is wrong. 
On the other hand, if the Commissioner was not in the state suit, he 
has never had a chance to present his view of the state law. Fur- 


Leo I, Conowick (LL.B., Washington University) is a member of the Missouri Bar 
and is an associate of Stolar, Kuhlmann and Meredith, St. Louis, Missouri. 

1 Morrissey v. Comm’r, 296 U.S. 344 (1935). 

2 See Oliver, The Nature of the Compulsive Effect of State Law in Federal Tax Pro- 
ceedings, 41 Cauir. L. Rev. 638, 640 n.17 (1953), for a complete list of the previous law 
review articles in the field. 

3A recent example is I.R.C. § 643(b) (1954), a trust and estate section, which pro- 
vides that the word income, when it has no adjective like taxable preceding it, means in- 
come under local law. ; 
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ther, there is the danger that the suit in the state court might not 
have been bona fide, but was brought for the purpose of establish- 
ing a ‘‘record’’ for the federal tax case. Should the Commissioner, 
who was not a party to the first state suit, now be precluded from 
bringing up arguments that may or may have not been brought 
up adequately in the state suit? 

It is the purpose of this article to discuss only the second prob- 
lem, 7.e., whether a federal court must give binding effect to a state 
court decision or whether it may make an independent investigation 
of the state law. The first part of the article will deal with the Su- 
preme Court cases laying down the general rule that a state court 
decision is binding in matters of local law in a subsequent federal 
case. The second part will deal with the lower courts’ attempts to 
interpret and apply this rule. The third part consists of an evalua- 
tion of the rule and of criticisms of the rule. 


Part I. Tue Supreme Court’s Position 


In the 1930’s the Supreme Court made it clear that in the ab- 
sence of fraud or collusion the state court decision would be bind- 
ing in a federal income tax litigation on a question of state law.‘ 
While the problem came up in at least four cases, only two, Freuler 
v. Helvering® and Blair v. Commissioner,® considered the point 
seriously. Since these two cases represent the prime sources of in- 
formation concerning the Supreme Court’s position, they will be 
discussed ‘n detail. 

In Freuler v. Helvering" a trustee had distributed income for 
1921 and had included therein amounts that represented depre- 
ciation of the trust corpus. The Commissioner claimed that the in- 
come beneficiaries were entitled to those amounts and therefore 
asserted a deficiency upon said beneficiaries’ failure to include the 
same in their income. While the appeal to the Board of Tax Ap- 
peals was pending, a lower California state court decided that the 
beneficiaries had no right to the money. Several remaindermen 
were involved in the adjudication, and they unsuccessfully at- 
tempted to surcharge the trustee for delivering the money to the 
income beneficiaries. After the state court decree the income bene- 
ficiaries did not return the amounts in controversy; instead they 


4Sharp v. Comm’r, 303 U.S. 624 (1937) ; Helvering v. Bullard, 303 U.S. 297 (1937); 
Blair v. Comm’r, 300 U.S. 5 (1937) ; Freuler v. Helvering, 291 U.S. 35 (1934). 

5 291 U.S. 35 (1934). 

6 300 U.S. 5 (1937). 

7 291 U.S. 35 (1934). 
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ot gave notes to the remaindermen in full settlement, which notes 
sh- actually had little economic value to the remaindermen.* The ma- 
a, jority of the Supreme Court, however, felt that :° 

ym. 

ht ... The decision of that court until reversed or overruled established the 


law of California, respecting the distributions of the trust estate. It is none 
the less a declaration of the law of the state because not based on a statute 


»b- or earlier decisions. The rights of the beneficiaries are property rights and 
te the court has adjudicated them. ... 
on 


The majority made it clear nevertheless that this was not a case 
al of res judicata where full faith and credit would have to be ap- 
plied; and on the question of collusion in the state court proceed- 


ng ing, the Court emphasized the fact that there had been objections 
ve by interested parties against the trustee’s distribution of the 

amounts and even an attempt, albeit unsuccessful, to surcharge the 

trustee. But the majority refused to consider the effect of the insig- 

nificant value of the notes given to the remaindermen in satisfac- 

tion of the state court judgment; they would not ‘‘seize on the form 
b- of settlement made between the parties ... to impugn the good 
d- faith and judicial character of the state court’s decree... .’’ 
v.4 A few years later the Supreme Court was confronted with a 
er similar problem in Blair v. Commissioner."! The taxpayer, income 
nt beneficiary of a trust, had conveyed his interest to his children. In 
in- an earlier case dealing with the 1923 income, the Commissioner 
be had successfully argued that the trust was a spendthrift trust 

under Illinois law, that the assignment to the children was there- 
or fore invalid, and that the taxpayer was chargeable with the income. 
re- The trustee had subsequently gone to the Illinois courts and had 
in- joined all interested parties in a state court case. The lowest state 
re court found against the taxpayer, but an intermediate appellate 
he court ruled that the assignment was valid. No further appeal was 
-p- taken. 
he When the Commissioner asserted a tax deficiency for a subse- 
en quent year, the Tax Court held that the state court determination 
at- was binding upon the Court and the income was the children’s not 
he the taxpayer’s.’* The Third Circuit Court reversed the Tax Court, 
#4 8 Id. at 47 (dissent). Instead of arguing that the settlement indicated a non-bona fide 
ey controversy, the dissent asserted that, assuming a valid state court decision, the subse- 

quent acts of the parties brought income to the beneficiaries. This, of course, is outside 
5 the scope of our problem. 

9 Id. at 45. 
10 Id. at 47. 


11 300 U.S. 5 (1937). 
12 Edward T. Blair, 31 B.T.A. 1192 (1935). 
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not on this issue but on a technical ground not material to our 
problem." The Circuit Court’s decision, however, did contain some 
dictum which is pertinent to our discussion. First, it pointed out 
that the parties had been friendly, that there had been a common 
desire to avoid the tax, and that the matter had been litigated only 
to the point where a decision unfavorable to the Treasury had been 
established." 


... In other words it was not unlike a consent decree. But consent decrees 
are binding if entered by a court of appellate jurisdiction with the parties 
properly before it in the absence of a showing of collusion between the par- 
ties or fraud upon the court. The record before us does not show either 
fraud or collusion save by circumstances which are also consistent with 
good faith on the part of the litigants. ... 


The Supreme Court reversed the Cireuit Court on the aforemen- 
tioned technical ground. In considering the question of collusion, 
it did not discuss the statement of the Cireuit Court concerning the 
analogy to a consent decree, the Court merely stating: * 


... Nor is there any basis for a charge that the suit was collusive and 
the decree inoperative. Freuler v. Helvering, supra: The trustees were en- 
titled to seek the instruction of the courts having supervision of the trust. 
That court entertained the suit and the appellate court . . . reviewed the 
decisions of the Supreme Court of the State and reached a deliberate con- 
clusion. To derogate from the authority of that conclusion and of the decree 
it commanded, so far as the question is one of state law, would be wholly 
unwarranted in the exercise of federal jurisdiction. 


Since 1938 it has been left to the lower courts to determine just 
what the scope of the Blair and Freuler cases is, and what effect a 
state court decision should be given. 

Just what did the decisions say? It is clear that the Supreme 
Court felt a valid state decision should be binding in a subsequent 
federal tax case where state law is involved. Even if a federal 
court previously came to a different determination that the state 
law was Y, a subsequent state determination that the law was X 
would supersede the federal decision in a later taxable year and 
the federal court would then have to apply X."° 

Less clear was the meaning of fraud or collusion. In Freuler the 
Supreme Court emphasized the adverseness of decision; in Blair 
the Court in a somewhat obscure sentence mentioned only the de- 
liberateness of decision. Neither opinion would go very far into the 


18 Comm ’r v. Blair, 83 F.2d 655 (7th Cir. 1936). 
14 Td. at 657. 

15 Blair v. Comm ’r, supra note 4, at 10. 

16 The Blair case is an example of this. 
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ur economics of the situation because bona fide interests were ob- 
ne ( viously involved. Thus, the majority in Freuler disregarded the 
ut evidence of the notes; and as the late Justice Cardozo pointed out 
on in an article,” the Court in Blair disregarded the fact that the only 
ly litigants were members of a family, who probably did not care 
on very much, except from the tax standpoint, whether the father re- 


ceived the money from the trust and gave it to the children, or 
whether the children received the money directly from the trust. 
While the Court in Freuler stated a decree obtained by fraud and 


eS 
ies 


ir- collusion would be held invalid, it is difficult to find the exact mean- 
er ing intended in that regard. If actual fraud were purposed, then 
th even a consent decree would be binding. Yet such a decree would 

probably not have the reasoned deliberation mentioned in the Blair 
n- case, and it would, of course, not have the adverseness that had so 
n, impressed the majority in Freuler. But did the Court intend de- 
he liberateness of decision or adverseness of parties only as evidence 


of actual collusion or fraud? At least two different views have been 
expressed by the lower courts, and this problem will therefore be 


treated at length in the next section. 
st. Another question left unanswered was the level of state court 
he decision required. The Supreme Court in the Blair case made it 
a clear that the decision need not come from the highest court of the 
“m state; a decree of an intermediate appellate court would also be 
ved binding. But what about a decision from a court of original juris- 
diction? ** 
st Finally, just why was the state court decision binding? The 
a Court in Freuler unequivocally stated that it was not a question of 
res judicata, the Commissioner not being a party to the original 
action.?® But the Court gave the decision the binding effect of res 
nt judicata. Basically two reasons were given: (a) the state court had 
al declared the law of the state; it has peculiar knowledge of the local 
te law, and its judgment on these matters must be respected; and 
x (b) the taxpayer lost all rights to the income, at least as against 
id the other litigants in the state court, and it would be unjust to tax 
him on income that he will never receive. Did the Court feel that as 
- a matter of due process the taxpayer had so to be protected, or 
wl did it feel that in the absence of some clear Congressional mandate 
e- to the contrary the federal courts should as a matter of fairness 
1e 


17 Cardoza, Federal Taxes and the Radiating Potencies of State Court Decisions, 51 
Yaue L. J. 782 (1942). 

18 In this connection the Court in Freuler may have been a court of original jurisdic- 
tion, but no one raised the issue. . 

19 Freuler v. Helvering, supra note 4, at 43. 
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accord this conclusive construction to a state court decree? The 
opinion is silent on these points. 


Part Il. Wuat Have toe Lower Courts Done? 
A. Non-Apversary Versus ActuaL F'raup 


Faced with the directive by the Supreme Court that a valid state 
court decree is binding, the lower courts have naturally applied 
this rule. But the crux of the controversy has been the definition 
of ‘‘valid.’’ Does valid mean any decision where it cannot be shown 
that there was actual fraud, 7.e., the evidence was falsified, or does 
it mean that there must be adverse parties, ensuring consideration 
by the state court? 

Even the latter rule creates some disadvantages for the Com- 
missioner. Some taxpayers who are really not adverse may be so 
convincing that the court believes they are. They may not really 
have been so anxious as the record indicates to press their argu- 
ments home; also, even if adverse, they may not have the compe- 
tence of counsel supplied by the Commissioner. However, the latter 
rule would permit the federal courts to cut down at least on the 
number of non-adversary cases that bind the Government. 

However, if the decision is binding, even though non-adversary, 
unless the Commissioner can prove actual fraud, it would seem 
the dangers to the revenue are increasingly intensified. Without 
any fraudulent concealment or manufacturing of evidence, the 
chance of obtaining a favorable decree when no one opposes is ex- 
ceedingly great. Where all parties on one side join freely to ex- 
press their views, the court is bound to believe that all the equities 
are on that side. A state court, without being corrupt, is naturally 
sympathetic to local needs, and when it sees that no local public 
policies are endangered and that there is a possible argument on 
the taxpayer’s side, it is highly probable that it will decide the 
case in favor of the taxpayer and against the absent Commissioner. 

The majority of cases, including those in the Tax Court, have 
apparently not been too troubled by the Circuit Court’s statements 
in Blair and the Supreme Court’s terse, ambiguous statement con- 
cerning consent decrees. They have held that an opinion is collusive 
if there is no adverseness of parties.”° Thus, in the Reid * case the 


20 Some courts have not clearly expressed their opinions but have affirmed Tax Court 
cases which found the state court decision to be collusive because there had been no true 
controversy and there had in effect been a consent decree. Rainger’s Estate v. Comm’r, 
183 F.2d 587 (9th Cir. 1950), cert. denied, 341 U.S. 904 (1951); Green v. Comm’r, 168 
F.2d 994 (6th Cir. 1948). 

21 James S. Reid Trust, 6 T.C. 438 (1946). 
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Tax Court held that a state court decision was collusive in the sense 
that the parties joined together to obtain a ruling adverse to the 
Federal Government, and the Fifth Cireuit Court has stated: 


. .. By the word collusion, we do not mean to imply fraudulent or im- 
proper conduct, but simply that all interested parties agreed to the order 
and that it was apparently to their advantage from a tax stantpoint to do 
so. We mean that there was no genuine issue of law or fact as to the right 
of the beneficiary and no bona fide controversy between the trustee and the 
beneficiary. . . . The beneficiary. was made a party and was represented; 
but apparently she did not contest the proposed action. ... 


At least the Third Cireuit Court, relying largely on the Blair 
opinions in the Circuit and Supreme Courts and the Supreme 
Court’s apparent disregard of the economics of the situation in 
Freuler and Blair, recently has held that a state court opinion is 
valid unless actual fraud can be shown.” In so holding, the Court 
apparently reversed an earlier position taken in accord with the 
majority of cases.** In Gallagher v. Smith the District Court had 
refused to follow a state court interpretation of a testamentary 
trust to the effect that the income was to go jointly to the wife and 
children.”® Instead, the District Court independently construed the 
trust as giving the income to the wife, with the expectation that she 
would care for the children. It held that the state litigation had 
been non-adversary but did not go into the reasons for so deciding. 
The Third Circuit Court reversed, saying: *° 


... An adjudication of such a question of title by a court of the state 
must accordingly be given effect, not because it is res judicata against the 
United States, but because it is conclusive of the parties rights which alone 
are to be taxed.... 


In effect, the Court held that the state law determined the rights; 
that the state court decision binds the parties; that if a federal 
court should make an independent determination of those rights, 
it would not undo the state court determination; that the parties 
are bound by state law, even though the litigation be non-adver- 
sary or the state court entered a consent decree, and the federal 


22 Saulsbury v. United States, 199 F.2d 578, 580 (5th Cir. 1952), cert. denied, 345 
U.S. 906 (1953). 

23 Gallagher v. Smith, 223 F.2d 218 (3d Cir. 1955). 

24Comm’r v. Childs’ Estate, 147 F.2d 368 (3d Cir. 1945); First-Nat’l Mechanics 
Bank v. Comm’r, 117 F.2d 127 (3d Cir. 1940). In Gallagher the Court tenuously dis- 
tinguished these cases and concluded that in so far as any statement in Childs could be 
considered contrary, the Childs case was overruled. 

25 Gallagher v. Smith, 119 F.Supp. 360 (E.D. Pa. 1953). 

26 Gallagher v. Smith, supra note 23, at 223. 
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court is bound to follow the state court decision unless actual fraud 
be shown. 

While the Court reserved decision concerning the validity of a 
formal consent decree, it is submitted that its reasoning would lead 
it to hold such a decree to be binding on the Federal Government. 
Looking at the facts of the Blair case, the Circuit Court pointed 
out that in actuality there was no adverseness in that case; and 
that the family combined forces to sue, argued only until victory 
was achieved for the taxpayer, and then did not appeal further.’ 


. .. We think the necessary conclusion is that whether the proceeding 
was adversary or non-adversary is not the test of conclusiveness in these 
cases but whether the judgment is an adjudication by the state court of a 
property right upon which solely the tax is imposed, which adjudication 
was final and binding upon the parties under the state law which was not 
obtained by collusion for the purpose of defeating the tax. 


Under the Gallagher interpretation of the Supreme Court opin- 
ions, lack of adverseness is another factor to be considered in de- 
termining whether actual fraud has been perpetrated upon the 
state court. 

Since Gallagher at least one District Court has expressly fol- 
lowed it.** The Eighth Circuit Court, in 1948, had taken a position 
similar to that in Gallagher,” but it had not given any reason 
therefor, and apparently the case had been forgotten, at least for 
that point.*° Even the Gallagher case failed to mention it. 

The Gallagher interpretation of the Blair case is somewhat ques- 
tionable. The unfavorable effect on the revenue which could result 
from Gallagher is so serious that it is doubtful the Tax Court or 
other Circuit Courts will reverse their current definition of col- 
lusion in the absence of a clear mandate by the Supreme Court or 
of federal legislation. The Gallagher case offers substantial sup- 
port to the taxpayer and undoubtedly will frequently be employed 
by tax counsel both in negotiations and in arguments before the 
various courts. How far they can succeed with the case is a matter 
of conjecture; certainly there has been no indication in the last 
year that the Gallagher case has produced any notable change in 
the law.** For reasons stated earlier in this section, it would seem 


27 Id. at 226. 

28 Weyenberg v. United States, 135 F.Supp. 299 (E.D. Wis. 1955). 

29 Hisenmenger v. Comm’r, 145 F.2d 103 (8th Cir. 1944), reversing 44 B.T.A. 489 
(1941), which had rejected a state court case as being non-adversary. 

30 One Tax Court case later cited Hisenmenger as a case in which there was a real con- 
troversy. Leslie H. Green, 7 T.C. 263, 274 (1946), aff’d, 168 F.2d 994 (6th Cir. 1948). 

81 One Tax Court case, decided after Gallagher had been handed down, used the typical 
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highly undesirable from the standpoint of revenue if the interpre- 
tation in Gallagher of the Supreme Court opinions prevailed. 


B. WHEN 1s A Surr Non-Apversary? 


Assuming that we are in the Tax Court or some other federal 
court requiring an adversary proceeding, when will a state pro- 
ceeding be considered non-adversary and therefore not binding? 
The courts have adopted largely a factorial approach. This neces- 
sarily places a limitation on any evaluation, since in any given 
case, particularly one where the taxpayer loses, there may be 
several factors present, and some doubt whether the presence or 
absence of any one factor was determinative. Often opinions do 
not state whether all the factors were present. The only way a 
factorial analysis could approach absolute validity would be by 
a statistical study of the state records and of questionnaires sub- 
mitted to all the parties involved, including state and federal 
judges. This writer could not, of course, engage in any such ardu- 
ous investigation and therefore bases his inferences on the more 
traditional type of legal research. 

A study of the cases is more apt to tell the lawyer what not to 
do than what he may safely do. Normally, the court will stress 
several factors when it finds the decision is not valid because it 
was non-adversary. When it finds it was adversary, usually a 
cursory fiat to that effect is delivered. Perhaps part of this inar- 
ticulateness is attributable to the difficulty in explaining why the 
state proceeding has been considered bona fide. The writer feels 
part of this may be due to the Tax Court’s reluctance to give a 
green light to the unscrupulous taxpayer. After all, state litiga- 
tion involves expense, and if the taxpayer is in a borderline situa- 
tion or perhaps across the border, the prospects of success in a 
state suit, at least as far as determining his federal claim is con- 
cerned, may not be so bright and he may forego the state litigation. 
On the other hand, where the taxpayer can legitimately settle the 
question of state law in a state court, the lower federal courts will 
consider the state litigation binding. The criteria formulated by 
the courts generally assure taxpayers that if the state litigation is 


ground of non-adverseness. Estate of Arthur Sweet, 24 T.C. 488 (1955). It did not men- 
tion Gallagher; whether the Judges were aware of that decision, being recent, is not 
clear, but if they had knowledge of the decision, they certainly gave no sign of revising 
the position of the Tax Court. The Tenth Circuit Court, affirming the Tax Court [234 
F.2d 401 (10th Cir. 1956) ], held that a state court decision in a non-adversary proceed- 
ing is not binding in a subsequent federal litigation. 
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- 


determined in a bona fide controversy, the state court determina- 
tion will be binding upon the Federal Government. 

With these suggestions in mind, let us now look at some of the 
factors the Tax Court and other courts have stressed in endeavor- 
ing to determine the adverseness of state litigation. 

1. Close relationship of the parties. Where the record shows 
clearly that there was no legal adverseness, there is little doubt of 
the outecome—the state court decision will not be binding.®? But 
suppose the litigants, theoretically legally adverse, are father and 
son. Sometimes it is rather difficult to tell whether the parties were 
in fact adverse. Often when they were not, other factors, discussed 
below, indicated the non-adverseness of the parties. Where courts 
therefore have felt that there was no adverseness, they have men- 
tioned such other factors and then emphasized the relationship of 
the parties as proof of no adverseness.** 

Close relationship is not fatal. The Supreme Court has demon- 
strated this in Blair and F'reuler, yet obviously it must play a large 
part in the subjective evaluation of any case. Counsel in the state 
court should therefore, whenever possible, establish the legal and 
economic adverseness of the parties. Proof of the latter, of course, 
would mitigate the fact of close relationship. Sometimes the latter 
is especially hard to prove, and in these cases, in particular, close 
attention should be paid to the other factors discussed below which 
may aid counsel in proving adverseness. 

2. The state of the pleadings and absence of any oral argument. 
In many cases where the state court decree was held not to be bind- 
ing, the federal court has pointed out that the pleadings by both 
sides were designed. to bring about the taxpayer’s desired result 
and that the opposition had in effect stipulated the case away.** 
Some cases have emphasized the fact that the state court decree 
was worded exactly like the pleadings to indicate that the state 
court was merely executing a consent decree.**» Where there is no 
record of any argument, courts have always been far more prone 
to upset the state court’s determination.* 

From the standpoint of revenue, this emphasis on formalism 


82 Estate of Ralph Rainger, 12 T.C. 483 (1949), aff’d, 183 F.2d 587 (9th Cir. 1950). 

88 Ringland v. Kilpatrick, 44 A.F.T.R. 1040 (1952); Lois J. Newman 19 T.C. 708 
(1953) ; Maria Anna Eisenmenger, 44 B.T.A. 489 (1941), rev’d, 145 F.2d 103 (8th Cir. 
1944). 

84 See, e.g., Ringland v. Kilpatrick, supra note 33; James S. Reid Trust, supra note 21. 

85 See, e.g., Leslie H. Green, supra note 30. 

86 See, e.g., Estate of William Carey, 9 T.C. 1047 (1947), aff’d per curiam, 168 F.2d 
400 (3d Cir. 1948). 
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may not be too desirable. From the taxpayer’s standpoint, counsel 
would be quite remiss if he did not try to establish a strong record 
of pleadings and arguments. It is dubious that this factor will ever 
be determinative, but its absence certainly seems to have an im- 
pression on the courts. 

3. When was the state litigation begun? Often suits are brought 
after there has been a dispute with the Commissioner, or even 
after a federal court has decided a case against the taxpayer.*’ The 
Blair case shows this is not fatal proof of a non-bona fide or col- 
lusive suit, and counsel probably need not hesitate solely because 
of this factor.** On the other hand, such factor is at least some evi- 
dence of lack of good faith: this has been stressed by the courts 
and with the others should be taken into consideration.* 

4, Fact versus law. Most courts have failed to distinguish be- 
tween a state court determination of fact (for example, the tes- 
tator’s intent) and a ruling of law (for example, the construction 
of the literal wording of the instrument). One court has expressly 
held that it makes no difference whether it is a question of law or 
fact.*° 

Yet these two situations undoubtedly involve different policy 
considerations." It is one thing to say that we must know the state 
law—who is better able to determine this law than the state court 
which is daily applying the law and often creating it—and it is 
another thing to say that federal judges are precluded by some 
state court’s findings concerning the testator’s intent. Certainly it 
cannot be said that the state judge is a more competent fact-finder 
than is the federal judge. The federal court is deprived of the 
opportunity of appraising the witness or having the benefit of the 
cross-examination by government lawyers who are apt to be more 
zealous in such matters. The chances of a fraud being perpetrated 
on the court are probably far greater in the case of testimony than 
in the case where the taxpayer must try to convince the court what 
the state substantive law is. Since it is doubtful that the ability of 
the local judge is considered to be so great that undue deference 
must be paid to his findings of fact, probably the only justification 
for adhering to the state court’s findings is that the parties them- 


37 See, e.g., Blair v. Comm’r, supra note 4. 

88 Another case where it made no difference. Comm’r v. Thomas Flexible Coupling Co. 
198 F.2d 351 (3d Cir. 1952). 

89 Leslie H. Green, supra note 30. 

40 Comm’r v. Rhodes’ Estate, 117 F.2d 509 (8th Cir. 1940), affirming 41 B.T.A. 62 
(1941). 

41 Cardoza, supra note 17, at 792. 
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selves are bound by the decision—the second reason given by the 
Supreme Court in Blair and Freuler. Blair and Freuler did not 
involve a question of fact. While this alone does not necessarily 
mean that the courts are wrong in applying the rule of Freuler 
and Blair, it does indicate that serious consideration should be 
given to the extension of the rule to facts. So far the case law 
shows an automatic application of the rule by courts and counsel 
without any attempt at justification or even realization of this dif- 
ference in the two situations. 

Certainly in the case where a judicial construction of state law 
alone is involved, it would seem that a taxpayer cannot completely 
control the result. There are restraints imposed on him by the 
impartial trial judge, who has preconceived ideas of the law, and 
by the reluctance even of a less scrupulous judge to deviate from 
what he knows the law of the state clearly to be. Where testimony 
is required, it is probably much easier for the taxpayer to make 
out his case, and certainly the discretion of a trial judge in such 
a matter is far greater. 

At one time the failure to distinguish between fact and law was 
even more serious than it is now. In several cases the state court 
found that the maker of an instrument had intended something 
other than what had been put on paper, and it permitted reforma- 
tion of the instrument. The Tax Court, without any discussion, 
indicating that a reformation case differed from other cases, held 
such proceedings valid and to be binding evidence of the rights of 
the parties in the year prior to the year of reformation.*? In more 
recent Tax Court opinions, the Court has made it clear that a state 
court reformation may determine the rights of the parties for 
present or future years, but that the state court may not retro- 
actively create or destroy rights, thereby depriving the Govern- 
ment of its revenue.** The Tenth Cireuit Court, in 1946, stated the 
same rule. 

Logically, the validity of this refusal to enforce the state court 
determination retroactively is questionable. The Tax Court has not 
based its decision upon non-adverseness but upon the inability of 
a state court to create certain rights. Yet most state courts recog- 
nize retroactive rights, and if the federal rule prescribes that the 
taxpayer is taxed only upon the rights recognized under state law, 


42 Louise Savage Knapp Trust Co., 46 B.T.A. 846 (1942) ; Hugh D. Rhodes, 41 B.T.A. 
62 (1942), aff’d, 117 F.2d 509 (8th Cir. 1941). 

43 See, e.g., M. T. Straight Trust, 24 T.C. 69 (1955). 

44 Sinopoulo v. Jones, 154 F.2d 648 (10th Cir. 1946). 
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he where does the Tax Court find the power to limit the types of right 
ot ) that the state court may determine? The state court decision has 
ly led to a revision of rights; an accounting and possibly a return of 
or money by beneficiaries may be necessary; and the state court has 
be enunciated what the rights of the parties were. 
Ww Logic aside, however, it would seem that this restriction is 
el eminently correct. Even though there may be insufficient proof of 
f- non-adverseness, the right of the taxpayer to rewrite the docu- 
ment, perhaps after the pertinent federal law has been amended, 
Ww would seem an open invitation to the taxpayer to manufacture evi- 
y dence of intentions, thus depriving the Government of revenue to 
le which it is entitled, and encouraging far greater recourse to the 
d ) state court to establish the ‘‘ federal record.’’ 
n It should be noted in this connection that the Third Cireuit 
y Court, in 1949, held that a retroactive state court decree was deter- 
e€ minative only of future rights.“ Whether the change in judicial 
h attitude which led to the Gallagher case would cause that Court to 


reverse its position in this matter can only be conjectured, but it 
S would seem that the strength of the Van Vlaanderen case has been 
t seriously impaired by the recent Third Cireuit Court pronounce- 
“4 ment. 
ee 5. The magical effect of appeal. The failure of the losing side to 
y appeal from a state court decision does not necessarily mean that 
‘ } the state court determination will not be binding.** However, the 
f Tax Court has stressed the fact that there was no appeal in cases 
P where the state court decision was held not to be determinative.* 
. At one time the fact that there was an appeal was not conclusive. 
: The Tax Court refused to follow a state court decision though it 
‘ had been affirmed on appeal.** But the Tax Court was reversed by 
‘ the Second Circuit Court, which asserted that the mere fact that 
an appellate court took the case indicated the existence of a valid 
controversy and that due deference must be given the state court’s 
determination. Since this reversal, the Tax Court has followed the 
Second Circuit Court’s holding.* 
The Commissioner is thus precluded from raising the question 
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45 Van Vlaanderen v. Comm’r, 175 F.2d 389 (3d Cir. 1949). 
46 George N. Spiva, 43 B.T.A. 1174 (1941). 
] 47 James S. Reid Trust, supra note 21. 
48 Garrard E. Kelly Trust #2, 8 T.C. 1269 (1947), rev’d, 168 F.2d 198 (1948). 
49 Thomas Flexible Coupling Co., 14 T.C. 802 (1950), aff’d, 198 F.2d 350 (3d Cir. 
1952). The Tax Court referred to the Kelly reversal and in dictum intimated that 
they would have found the cortest non-adversary if the state supreme court decision 
had not bound them on the point. ; 
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of non-adverseness, despite the fact that he was a third party not 
engaged in the prior litigation. If the state court decree is held to 
be binding on the theory of res judicata, an appeal would not pre- 
clude an independent investigation by another forum as to possible 
fraud in the first case and prevent injury to an innocent third 
party’s rights. In cases like Thomas Flexible Coupling, the eri- 
terion for invalidating the first case is not fraud but non-adverse- 
ness. Should an appeal be binding on the question of non-adverse- 
ness, and a third party be accorded less right of reversal in a case 
which has not been given the aura of respectability of res judicata? 

Furthermore, does the fact that an appeal was permitted (par- 
ticularly where there is no express discussion by the court con- 
cerning adverseness) really prove that the state court determined 
adverseness after a careful examination? Do all state courts 
exercise such care in screening appeals? The potent effect of ap- 
peals seems to be unfair to the Commissioner. On the taxpayer’s 
side taxpayer’s counsel, whether in a bona fide controversy or in a 
non-adversary case, should seriously consider the efficacy of ap- 
peal. Appeals are costly, and at least in the case of the borderline 
or non-adversary case there is the danger that the higher state 
court may reverse on the grounds of non-adverseness or on the 
merits and thus impair the ‘‘record’’ established in the lower 
court. Counsel must therefore weigh these factors against the 
great strength the case would gain if the appeal were accepted. 
Unfortunately for the revenue, it seems the effectiveness of ap- 
peals offers some chance for non-adverse taxpayers to slip into 
the aura of respectability created by adverseness. 

6. The effect of putting the commissioner on notice that a state 
proceeding is pending. Most cases do not mention whether the 
Commissioner was informed of litigation pending in the state 
courts. The few which have, have not found this fact to be ma- 
terial.5' They have given little, if any, reasoning for their position. 

These cases, however, seem correct. While the Commissioner 
cannot claim complete ignorance of what is going on, nevertheless 
there is often no indication that there is sufficient revenue involved 
to justify intervention. Taxation is a practical matter, and until 
the trust has received income for the year, it is impossible to 
gauge whether it is sufficient to warrant federal investigation of 


50 Garrard E. Kelly Trust #2, supra note 48, gives no indication that the state court 
actually considered whether the parties were adverse. The Court implied adverseness by 
taking the case. 

51 Gallagher v. Smith, 119 F.Supp. 360 (E.D. Pa. 1953), rev’d, 223 F.2d 218 (3d Cir. 
1955) ; Leslie H. Green, supra note 30; James S. Reid Trust, supra note 21. 
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the taxpayer’s return, much less the use of the Service’s limited 
force to argue a state matter in a local court. 

There may be less justification for the Commissioner’s failure 
to intervene when he has already asserted a deficiency and is in- 
formed of a pending case. However, in such a case the Commis- 
sioner still faces the risk that the Government may have to appear 
before an unsympathetic judge and the improbability of the Gov- 
ernment’s obtaining a favorable decision. If the Government ap- 
pears in the local court, it will be bound under the doctrine of col- 
lateral estoppel—a third party who actively joins in the litigation 
is bound by the adjudication.” 

The Commissioner in a Mimeograph has taken the position that 
there generally should be no interference with the state proceed- 
ings. However, revenue agents are cautioned to be watchful for 
state litigations involving revenue and keep the Commissioner in- 
formed so that he may decide whether or not to intervene.®* The 
Commissioner, in general, has apparently decided that it is safer, 
or at least more practical in view of the economics of administra- 
tion, to take a chance on proving a state court determination to be 
non-adversary rather than fighting the taxpayer in the state court 
case, the only apparent reason for which is to anticipate the fed- 
eral problem. In the case of a bona fide controversy among bene- 
ficiaries, etc., the Commissioner will not be too anxious about 
the state court determination, since both sides will present the 
case fairly, if not perhaps as competently, to the state court. 

7. The degree of error in the state court decision. While @ priori 
the question of the binding effect of a state court decree is not 
important unless the federal court is convinced that the state court 
decision was in error concerning the local law, most federal cases 
do not trouble to discuss the correctness of a state court decision 
upon deciding that the proceeding was valid and therefore binding. 
In several federal cases, however, the opinions indicate that the 
state court was clearly wrong in view of other precedents, but go 
on to hold that the rights so far as the taxpayer is concerned have 
been determined and that the Commissioner is also bound 
thereby. 

The question thus arises: What is the reason for enforcing a 
clearly erroneous decision? If it is based upon respect for a state 


52 United States v. Guaranty Trust Co. of New York, 76 F.2d 747 (1st Cir. 1935). 

53 Mim. 6134, 4 CCH § 6137 (1947). 

54 Weyenberg v. United States, supra note 28 (other higher court precedents considered 
wrong); Jennie Arrott Adams, 44 B.T.A. 408 (1941) (a similar beneficiary had won, 
and the taxpayer’s own case was incorrectly decided). ° 
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court precedent, there is supervening authority to convince the 
federal court that the state court was wrong. Therefore, the bind- 
ing effect of such erroneous decision cannot be reconciled upon 
that basis, but rather must be based on fairness to the taxpayer. 
Does this mean that the federal court must protect the taxpayer 
as a matter of due process? The basis for protection will be con- 
sidered further in Part III. 

The degree of error is apparently not alone sufficient to justify 
disregard of the state court decision. It is fairly obvious, how- 
ever, that the judges would be affected by the degree of error com- 
mitted, provided the losing party in the state court action did not 
really attempt to obtain the opposite result. Patent error therefore 
is an important factor to consider. 

8. The level of the state court. Should a decision by a court of 
original jurisdiction be given the same binding recognition that 
the highest state court is accorded? The Supreme Court in the 
Blair case held an intermediate appellate court’s decision to be 
binding. At least so far as tax cases are concerned, there has been 
no indication by the Supreme Court that it would consider decisions 
of other lower state courts binding.® The Court in another type of 
case made it clear that the decision of a lower court which did not 
have a record would not be binding precedent, but did not otherwise 
clearly establish which courts would be so considered. At least 
one Circuit Court of Appeals refused to follow the findings of a 
court of original jurisdiction in a tax matter.” 

The Tax Court has recognized the binding effect of a decision 
of a court of original jurisdiction. In Estate of George H. Bal- 
zereit,®® there was a vigorous dissent on the ground that: °° 


. .. Such opinion would be at most persuasive authority in another local 
court of the same grade, and would not be recognized by such other court. 
Even if one of the parties were the same, such other court would not be 
bound by a decision of a coordinate court. I think we should not be more 
precluded by an inferior court than is another inferior court of the same 
grade, as against reliance upon ‘‘res judicata.’’ Local inferior courts, many 
in number, might differ widely in opinion upon like facts, and are in- 
herently unable to lay down a local rule of property in the absence of such 
common parties as to cause “‘res judicata.’’... 


55In Freuler the Court apparently was a lower state court, but no issue was made 
of it in the federal litigation. 
56 King v. Order of United Commercial Travelers of America, 333 U.S. 153 (1948). 
57 Brainard v. Comm’r, 91 F.2d 880 (7th Cir. 1937). 
58 46 B.T.A. 959 (1942). 
59 Estate of George H. Balzereit, supra note 58, at 963 (dissent). 











1957] STATE COURT DECISION IN FEDERAL TAX CASE 229 


Again, the question arises: Was the Tax Court following the de- 
cision as a binding precedent, or was it adhering to some rule of 
fairness to the taxpayer? There may be sounder basis for saying 
‘‘precedent’’ here than in the case of error. It is a fact, neverthe- 
less, that not even local state courts need follow the opinion of the 
court of original jurisdiction. The Tax Court has not been too ex- 
plicit as to its reasoning, but it seems fairly evident that it would 
be difficult to justify the rule of the Tax Court on precedent alone. 
The second basis—fairness to the taxpayer—must play some part 
in its decision. 


Part III. Evauvation or THE Present Ruies anp OTHER 
Proposep SoLurions 


The Supreme Court © and other courts “ have stated that they 
are not applying the doctrine of res judicata ® and that the Com- 
missioner is not a party to the suit in the state court and is not 
precluded under the traditional rules.* Instead, the courts have 
said the state court decree is binding (thus giving the effect of res 
judicata) for the following two reasons: (a) a respect for state 
court precedents and the peculiar knowledge which local courts 
have concerning local legal rules, including the realization that the 
state court often makes the rule; (b) the unfairness suffered by the 
taxpayer, who is bound by the state court litigation, should a fed- 
eral court reach a different conclusion which serves as the basis 
for the assessment of federal tax. 

The rule enunciated in Freuler and Blair has been severely criti- 
cized.™ If the federal decision is based upon respect for precedent 
and the judgment of state courts, why should not such decision be 


60 Freuler v. Helvering, supra note 4, at 43. 

61 Botz v. Helvering, 134 F.2d 538 (8th Cir. 1943); Maria Anna Eisenmenger, supra 
note 33. 

62 See Oliver, supra note 2, at 652. 

63 RESTATEMENT, JUDGMENTS § 89, comment h and § 91, comment d (1942) is the only 
authority for the proposition that this is a question of res judicata. The Government is 
analogized to a creditor who, as a subsequent assignee of the property by the debtor, 
is a party in privy and is bound by or entitled to the rules of res judicata. The analogy 
is clearly fallacious. The creditor has an independent debt; he is suing only to collect 
on that debt, and he is bound by the other’s prior right to the property he would take. 
The Government’s position as a creditor, on the other hand, is being determined in the 
state court suit to which the Government is not a party. Since this is the only argu- 
ment RESTATEMENT, JUDGMENTS relies on in connection with res judicata, which is ob- 
viously incorrect, it would seem that it is safe to assume we are not dealing with a res 
judicata problem (especially in the light of the Freuler statement) and proceed to 
analyze the cases on policy bases different from res judicata. 

64 Cardoza, supra note 17. A milder chastisement appears in Oliver, supra note 2. 
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wholly disregarded if it is clearly wrong and other, often higher, 
precedents can be introduced to demonstrate the error? How much 
precedent value should the lowest court in the state have? These 
illustrations indicate that much of federal recognition may be jus- 
tified, if at all, solely on the second ground—unfairness to the tax- 
payer. 

As to the argument of unfairness, much of the initial sympathy 
disappears upon realization that one of the principal purposes of 
res judicata is the establishment of a situation where it is con- 
sidered just that a third party be bound by the finality of a prior 
judgment.” Certainly it is questionable whether as a matter of 
due process a taxpayer under any circumstances may claim that a 
state court decree be considered binding in a federal tax case when 
the Commissioner was not a party to the prior litigation. Whether 
it is sound policy judicially to refuse to recognize the state court 
decree under any circumstances as binding, in the absence of a 
clear Congressional mandate to the contrary, is another question 
however. Perhaps the chief criticism of the rule in Freuler and 
Blair is not that the state court decision should not be controlling 
in cases where there has been a bona fide controversy, but that the 
Supreme Court and lower courts have not been able successfully 
to establish criteria which would lead to the rejection of state court 
decisions in actions that are not true adversary proceedings. 

An evaluation of the current rule and the criticisms thereof 
requires an examination of the various types of taxpayer that may 
have had their rights determined in the state court. There are 
three types of taxpayer : 

(1) Taxpayer A has lost his right to trust income in a bona fide 
controversy ; the parties are entirely unfriendly. There is a strong 
policy argument in favor of protecting him from subsequent 
assessment of tax on such income. 

(2) Taxpayer B has no standing under state law; he should be 
taxed. He persuades his son to join with him in a suit where fraud- 
ulent evidence to the effect that the trust income was orally as- 
signed by the father to the son three years ago is introduced. 
Several things should be noticed about this situation. This tax- 
payer will be engaged in a case patently non-adversary. No tax is 
assessed at 100 per cent, and unless the money goes to one whom 
taxpayer desires to benefit—his son—he would not engage in this 


65 Cardoza, supra note 17, at 793, RESTATEMENT, JUDGMENTS § 93 (1942) lists a large 
number of situations where a third party is neither bound by nor entitled to benefit from 
a prior adjudication on the same issues. 
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unscrupulous practice simply to deprive the Treasury. Often other 
} factors indicating non-adverseness will be present in this type of 
case—the state of the pleadings, the lack of argument on both 
sides, and flagrant error. 

(3) Taxpayer C is on the borderline. He may have parties 
legally adverse to him, but they are his children with whom he is 
on excellent terms. There is ‘a legal problem under the state law, 
the possible effect of which is doubtful. Now, he may desire a state 
court adjudication for reasons other than federal taxation. He ad- 
vises his family of the situation and of his desire to obtain a de- | 
termination; for should he wait until a deficiency is asserted, he | 
will have the burden of proof as to the state law in the Tax Court. 
, The cases, both in taxation “ and in the field of diversity of 
citizenship ® illustrate how difficult it sometimes is to know just 
what the state law is, and this procedural burden may very well 
prove to be the factor on which the case turns. Should not the tax- 
payer be able to have the prime source of law, the state court, de- 
termine what the law is? The cases should not be decided on specu- 
lation, but upon a reasoned deliberation by the local tribunal. 
However, the question is whether the state court will be able to 
make a reasoned decision. In our discussion of Gallagher it was 
suggested that the real danger lies in the fact that elements less 
flagrant than actual fraud may lead to decisions unfair to the 
) Treasury. Without any falsification of evidence, the presentation 

by counsel for one side, without any serious contravening argu- 
ments by the other side, would undoubtedly influence a court to 

decide in favor of the former. 
Taxpayer C actually raises the problems in this field. He is far 
| more likely than taxpayer B to influence the courts into placing 
him in the category of taxpayer A, 1.e., a loser in an adversary 
suit. Moreover, there is the question of policy whether taxpayer C, 
though the suit was non-adversary, should be protected. Unlike 
taxpayer A, he cannot claim that he was drawn, beyond his con- 
trol, into a suit by an adverse party and that he is bound by the 
state court decision. On the other hand, taxpayer C is in a more 
) tenable position than taxpayer B, since he could conceivably have 
a legitimate purpose, not to defraud the court, but to obtain a 
ruling from the prime source of local law, the state court, and thus 
avoid the onerous burden of proof imposed on him in the Tax 


Court. 


66 Mary Hadley Case, 8 T.C. 343 (1947), is a good example of this difficulty. 
67 PATTERSON, JURISPRUDENCE: MEN AND IDEAS OF THE Law 320 (1953). 
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Poss1sLtE SoLutions 


One possible solution to aid taxpayer C is to provide that when- 
ever the Commissioner disagrees with a taxpayer on a question of 
state law and asserts a deficiency, the former must sue in a state 
court to determine the taxpayer’s local rights.® In that fashion the 
federal courts would not be required to guess what the law is. The 
state court would make a reasoned deliberation, two adverse par- 
ties being involved. 

However, many difficulties would have to be resolved before this 
solution would become practical. What effect would a state court 
give to a prior determination of the matter between local parties? 
Might it not hold the Commissioner bound, as the federal courts 
do now? What is the Commissioner’s standing to sue? The enact- 
ment of a federal declaratory judgment act would probably be 
necessary. Would Congress have the power to impose such a pro- 
cedure on a state that does not otherwise recognize this type of 
action? ® 

Assuming the Commissioner had standing, what would be his 
chances of success? It would be fairly clear to the judge that the 
only issue is concerned with federal revenue, and no other local 
interests would be damaged by a finding against the Commissioner. 
Casting any question of corruption aside, is it not likely that many 
judges will be more sympathetic to local claims? The Commis- 
sioner has to some extent shown his opinion of his chances in state 
courts by his statement of policy not to enter into state litigations. 

Would it be financially practical for the Service, not only in 
terms of money, but in terms of man-hours, to engage in litigations 
both in state and federal tribunals in a widespread manner? It 
should be noted that under this solution any prior suit, adversary 
or not, would be considered only a precedent; the absolute protec- 
tion afforded taxpayer A would thus be removed. This aspect also 
raises serious policy problems and possibly, a question of due 
process. 

Certainly the optimum would be attained if we could have a well- 
considered state court opinion, rendered without subjectivity after 


68 A possible variation of this solution would be a requirement that whenever the tax- 
payer intends to engage in a state court proceeding, he should inform the Commissioner; 
if the Commissioner does not intercede, the decree will be binding upon him. The diffi- 
culties inherent in this solution were discussed in Part II. Justice Cardoza discussed this 
solution and rejected it. Cardoza, supra note 17, at 794-797. 

69 Testa v. Katt, 330 U.S. 386 (1947) (OPA case), gives some indication that Con- 
gress could impose this duty on the states. The suit there, however, probably did not 
require as unusual a type of action as a declaratory judgment. 
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argument by the taxpayer and the Commissioner. Will this ever be 
possible or must we settle for less? Undoubtedly we will have to, for 
it is extremely unlikely that so extensive and expensive a judicial 
administrative reform would be adopted. A solution which raises 
so many problems could not be promptly adopted. A careful and 
exhaustive study by experts in judicial administration, among 
others, would have to be conducted and financed by the Govern- 
ment. The chances of such an investigation are rather slim, to say 
the least, and we would do well perhaps to turn to some other solu- 
tions which have been proposed or employed. 

Gallagher v. Smith offers one judicial solution of the problem. 
It would agree with the critics that the Supreme Court cases were 
not adversary proceedings; but Gallagher claims the Court did not 
intend any such requirement. All that is required is not adverse- 
ness but lack of fraud. Both taxpayer A and taxpayer C would 
succeed in this case. But how well protected would taxpayer C be? 
If the first solution suggested seemed risky because of the possi- 
bility of sympathetic judges, how much more perilous is this case 
where we have the same judges and no one in court to try to hold 
those sympathies in check or to present arguments which might 
convince an impartial judge? Enough has been said above of the 
dangerous implications of Gallagher to show the rule’s undesira- 
bility. 

If a solution cannot be adopted which will affirmatively permit 
the taxpayer with no local adverse interests to establish his case 
for federal income tax purposes in the state courts without unduly 
jeopardizing the interests of the Treasury, should a completely 
contrary policy be adopted and make sure that no non-adversary 
suit is overlooked, by holding the state court suit is not deter- 
minative and is only a precedent to be considered along with other 
precedents? Justice Cardoza advocated this solution.”” The Blair 
and Freuler rules would thus be completely overruled. Under no 
circumstances would a state court decision be binding, its value as 
precedent would depend upon the level of the court, the bona fides 
of the argument, the apparent correctness of the decisions, and all 
the other factors a court considers in a problem of stare decisis. 
There should be no automatic acceptance of any case simply be- 
cause there was no evidence of lack of good faith. 

Administratively this does not raise the problem which the first 
solution raised, 7.e., no legislation would be necessary. But would 
this complete reversal in policy be justified? Should the national 


70 Cardoza, supra note 17. 
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interest in protecting taxpayer A be sacrificed so that taxpayer C 
and possibly taxpayer B may benefit also? There is no definitive 
answer to this. It depends largely upon the interpreter’s personal 
opinion of the degree of success or failure the courts have had in 
restricting recognition to those cases that are bona fide contro- 
versaries, and any opinion (in the absence of extensive statistical 
study, questionnaires of parties, careful analysis of the myriad of 
records of the federal cases involved, or lengthy experience in the 
field) is necessarily limited in value. 

This article is based only on a study of the many cases and the 
limited number of writings in the field. Such research did leave 
some distinct impressions, however. Undoubtedly some cases hav- 
ing no actual adverseness have slipped by, even though there were 
theoretically diverse legal claims presented. The Blair and Freuler 
cases are examples. The magic of appeal certainly supports the 
critics ;™ but on the whole the disapproval originally felt by the 
writer of the rule of Freuler and Blair was largely dissipated by 
the fact that so many cases were being struck down. Also, the 
criteria of the courts sub silento seemed to achieve at least this 
much compromise: the state court could not be lulled into being 
just a decree signer; some arguments had to be given; there had 
to be some semblance of a litigation. The requirement that there 
be some explanation and justification for the decision to some ex- 
tent prevents the taxpayer and the sympathetic judge from foist- 
ing an unfair decision upon the Federal Government. The fact 
that the taxpayer cannot be completely certain that the facts of 
his case will match the semi-articulated criteria of the federal 
courts also may discourage many suits by taxpayers who, under 
the Gallagher rule, could be fairly confident of success. How suc- 
cessful the general rule is in cutting down suits is, of course, a 
matter of conjecture. It would seem, however, that taxpayer B at 
least can be pretty well kept in check, although there is, of course, 
no absolute assurance of this. 

This is not to imply a happy approval of the general state of the 
law. It would be fine if some neat formula, which either protected 
or excluded all C taxpayers, could be adopted. But could it or would 
it? In the absence of some practical alternative, it would seem that 
the courts have after all not done too bad a job. The cases of tax- 
payer C which are overlooked are the price paid for protecting 
taxpayer A. The Commissioner apparently does not seem to be too 


71 Garrard E. Kelly Trust #2, supra note 48, is a good example of a case which slipped 
by on the magical wings of appeal. 
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excited over the matter. His only directive in the matter in 1948 
indicated he would prefer taking a chance in the federal court to 
prove non-adverseness rather than to attempt to meet the taxpayer 
on state court ground. Admittedly, economic and administrative 
considerations may have affected his judgment in the matter, but 
at least part of his decision must have been based on the feeling 
that the federal courts have kept to a minimum the number of cases 
where there was no bona fide litigation on the state court level. 


ConcLusiIon 


At any rate, the degree of stare decisis on this problem and the 
fact that this area may not be in as bad condition as would appear 
at first glance make it unlikely that there will be any radical change 
in the rules in the near future. The problem for tax counsel thus 
is, under the current law, how certain can a taxpayer be of suc- 
cess? Taxpayers who are clearly in the A category probably have 
nothing to be anxious about. The criteria are geared so that this 
taxpayer may show adverseness. Taxpayers who are in the B 
category are probably fairly well repressed; the non-adverseness 
necessary to carry a fraudulent case through probably will take the 
taxpayer out of the area of compromise. Taxpayers who are in the 
C category or are susceptible of being so considered, cannot be ab- 
solutely certain that they will be able to enter this compromise area. 
The state of the law is not complete confusion, however. There are 
definite guides which counsel may look for, some perhaps too defi- 
nite from the point of view of revenue policies. 

The magical effect of appeal, for example, may offer possibili- 
ties for establishing that a case was a bona fide controversy; as 
also the presence or absence of arguments; the degree of error 
that the state court must be asked to perpetrate in its decision; 
the possibility of anticipating federal controversy and bringing 
suit in a state court before there is any federal claim; and the 
careful preparation of a record which, if it does not show adverse- 
ness of parties, should be careful not to show non-adverseness. 
All these are factors that counsel may utilize in his attempts either 
to bring his client into the compromise area or to show more 
clearly that his taxpayer was always in the A category. 
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